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Fellow Stockholders:

2006 was another record breaking year. Our team was highly effective in executing our annual drilling
and development program. We realized significant reserve and produstion growth in our twao resource gas
projects in the New Mexico Wolfcamp and the North Texas Barnett Shale. We are excited today about the
plans we have for these projects and our other projects in 2007 and beyond.

We welcomed new stockholders in August 2006, when we completed a public stock offering of 2,500,000
commen shares, yielding the Company net proceeds of approximately $603 million. This equity, in
conjunction with our net cash provided by operating activities and utilization of our credit facilities,
enabled us to invest $195.4 million of capital expenditures in our portfolio of projects, including $27.4
million for producing property acquisitions and $30.1 million that was invested in unproved property

acquisition costs.

Our 2006 capital investment in the development of our projects resulted in significant growth Larry C. Oldham
in several areas. When comparing 2006 to 2005, production increased 46% te 2.2 million barrels of oil President & CEQ
equivalent (BOE). Our ol and natural gas revenues increased 47% to $97.0 million, net of $11.5 millicn of
hedge payments. Net cash provided by operating activities increased 100% to $74.2 million, net cash used in
investing activities increased 136% to $200.5 million, and net cash provided by financing activities increased
154% to $125.9 million.

During 2006, we added approximately 15.3 million BOE of new proved reserves for an approximate all-in
cost of $12.80 per BOE. The 15.3 million BOE of reserves added, compared to the 2.2 million BOE of reserves
produced, represents a production replacement of 695%. Simply stated, we added 6.95 new BOE for each
BOE produced in 2006.

Compared to 2005, the Company’s total proved reserves increased 52% to 38.5 million BOE. Of these
proved reserves, 51% were proved developed, 75% were primarily oil, and 90% were operated by Parallel.
The Company'’s standardized measure of discounted future net cash flows decreased 7% to $336.5 million,
primarily due to lower oil and gas prices. In the calculation of the Company’s standardized measure of Themas R, Cambridge
discounted future net cash flows, our year-end 2006 realized price per barrel of oil decreased 3% to $54.67, Chairman

and the year-end 2006 price per million cubic feet (Mcf) of natural gas decreased 42% to $5.00.

2007 Game Plan

Our 2007 game plan is primarily focused on our two resource gas projects: the New Mexico Wolfcamp and
the North Texas Barnett Shale, which are in the early stages of development. Low-risk, long-life oil projects
in the Permian Basin of West Texas are the cornerstone of our portfolic. The project portfolio will continue
to be developed in 2007 by the same team of professionals who produced the outstanding results of 2006.

For the year 2007, we have budgeted approximately $156 million for capital investments in our properties.
With this budget, we have planned operations for the drilling and completion of approximately 122 gross,
or 76 net, wells and 57 gross, or 48 net, re-fracs and deepenings. Also included in this budget are pipeline
construction, leasehold and seismic. We expect the 2007 capital investment budget to be increased because
of anticipated accelerated drilling activity in our North Texas Barnett Shale gas project.

In 2007, we expect to achieve continued growth in reserve volumes, preduction, and operating margins,
while maintaining a strong balance sheet. As we have stated since 2002, our primary goal is to increase
the value of our common stock. Based on early results, as discussed in our February 28, 2007 Operations
Update press release, we expect another record-breaking year in 2007.

Sincerely,

SN SN S
Larry C. Oldham Thomas R. Cambridge
President & CEO Chairman April 10, 2007
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Strategy

Our primary objective is to increase the value of our common stock by increasing reserves, production,
and net cash provided by operaling activities. We attempt fo reduce our financial risks by dedicating a
smaller portion of our capital to high risk projects, while reserving the majority of our available capital for
exploitation, development drilling and acquisition opportunities. Positions in long-lived oil and natural
gas reserves are given priority over properties that might generate more net cash provided by operating
activities in the carly years of production, but which have shorter reserve lives.

Components of Our Strategy

Increase stockholder value by growth in reserves, production and net cash provided

by operating activities

We have significantly grown our reserve base to 38.5 MMBOE from 3.2 MMBOE since the end of
2001, at an all-in cost of approximately $10 per BOE. As a result, we have significantly increased
our production and net cash provided by operating activities.

Focus on longer-lived oil and natural gas properties with consistent, shallow decline rates
Since 2001, we have lengthened our reserve life index to 17.5 years from 4.7 years based on total
proved reserves and to 8.9 years from 3.1 years based on proved developed reserves.

Expend the majority of our net cash provided by operating activities on lower risk projects
We continued to minimize our cost exposure in 2006 to higher risk projects by allocating less
than 4% of our annual capital budget to exploratory drilling. Significant portions of our budget
are dedicated to lower-risk horizontal gas drilling and hydraulic fracture stimulations,
recompletions, waterflood implementations, well deepenings and reactivations. As we have
in the past, we will continue to use re-fracs and stimulations in our areas of operation. These are
activities in which we have historically experienced success.

Complement our existing portfolio with core area acquisitions of underexploited assets

We focus our acquisition activities on properties with significant and low risk opportunities to
efficiently increase production, as demonstrated by our success with our Fullerton, Diamond M,
Carm-Ann/N. Means, and Harris property additions.

Production and Proved Reserve Growth

CAGR; Compounded Annual Growth Rate (millions of barrels oil-equivalent)

wmm Year-End Proved Reserve Volumes—left index wmm Annual Production-right index
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Stock Performance Graph

Comparison of Five-Year Cumulative Total Returns

The indexes in the performance graph compare the annual cumuiative total stockholder return on
Parallel’s common stock with the cumulative total return of The NASDAQ Global Market (U.S.)
Index and a peer group index comprised of 58 U.S. companies engaged in crude oil and natural
gas operations, based on an SIC Code Index for crude petroleum and natural gas compantes,
whose stocks were traded on NASDAQ during the five-year period ended December 31, 2004.
The SIC Code Index is published by the Center for Research in Security Prices of the University
of Chicago Graduate School of Business. The table assumes that the value of an investment
in Parallel’s common stock and each index was $100 at the end of 2001 and that all dividends
were reinvested.

{indexed, total returns af year-end)

600
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2001 2002 2003 2004 2005 2006

Total Returns

Index, December 31, 2001 2002 2003 2004 2005 2006
m Parallel Petroleum Corporation 100.0 862 1368 1695 5349 5525
= NASDAQ Global Market 100.0 6.1 1034 125 1149 1262

(U.S. Companies)

= NASDAQ Stocks (SIC 1310-1319 1000 993 1754 2722 4200 4685
U.S. Companies) Crude Petroleum
and Natural Gas
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Areas of Operations

Utah/Colorado Project M Permian Basin oil projects I Resource gas projects
Uinta Basin M Onshore Gulf Coast gas projects B Exploration projects
Acquired June 2002

Tarrant County
Started February 2003

Cotlon Valley Project

Leon and Freestane Counties
Started Decernber 2003

New Mexico Gas Project

Eddy and Chaves Counties
Started Summer 2002

Carm-Ann/N. Means Queen
Andrews and Gaines Counties
Acquired 4th quarter 2004
and 1st quarter 2005

Harris San Andres

Andrews and Gaines Counties
Acquired 4th quarter 2005
and 1st quarter 2006

Cook Mountain Gas

Liberty County
Acquired December 2001

Yegua/Frio/Wilcox Gas
Andrews County ! Jackson and Wharton Counlies
Acquired December 2002 Acquired November 1994
Scurry County
Agreement December 2001

Barnett Shale Gas Project
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Our Qil and Natural Gas Properties

As indicated on the map to the left, we have a diverse portfolio of projects, including two
resource gas projects in North Texas and New Mexico, four Permian Basin oil projects, two
South Texas gas projects and two exploration projects. Our Barnett Shale resource gas project
is located in the Fort Worth Basin of North Texas, and our Wolfcamp resource gas project is
located in the Permian Basin of New Mexico. The Carm-Ann/N, Means, Harris, Diamond M,
and Fullerton are Permian Basin projects located in West Texas and are primarily waterflood
oil projects. Although we have de-emphasized our activity onshore the Gulf Coast of South
Texas, we continue to have activity in our Yegua/Frio/Wilcox and Cook Mountain gas proj-
ects. Finally, our current portfolio has two higher risk exploration drilling projects including
the Utah/Colorado conventional oil and gas and heavy oil sand projects and the East Texas
Cotton Valley Reef gas project. Each of our projects is described in detail each quarter in
our Operations Update press releases and presentations, which are available at our Web site,
www.plll.com.

Capital Investment Budget for 2007

Our 2007 capital investment budget for properties we owned at March 1, 2007 is estimated to
be approximately $156 million. On a geographic basis, approximately 32% of our projected 2007
capital investment program will be directed toward development of our North Texas Barnett
Shale gas project, 49% for the Wolfcamp gas project in the Permian Basin of New Mexico, 15%
will be directed toward oil and gas reserves in the Permian Basin of West Texas, 1% to gas
reserves in the Onshore Gulf Coast area of South Texas, and the remaining 3% to other projects.

On a project basis, we expect to invest approximately $125 million, or 81%, of our $156 million
2007 capital investment budget in our New Mexico Wolfcamp and North Texas Barnett Shale
gas projects. Of this $156 million, we have allocated $76 million to the New Mexico Wolfcamp,
$49 million to the North Texas Barnett Shale, $25 million to the Permian Basin, and $6 million
to our other projects.

Approximately $134 million, or 86%, of the 2007 capital investment budget is expected to be
invested in the drilling and completion of an estimated 122 gross, or 76 net, wells. Approximately
$5 million is expected to be invested in 57 gross, or 48 net, re-fracs and deepenings. Additionally,
$14 million is designated for leasehold and 3-D seismic, and $3 million is designated for pipeline
construction. We expect the 2007 capital investment budget to be increased because of anticipated
accelerated drilling activity in our North Texas Barnett Shale gas project.
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Cautionary Statement Regarding Forward-Looking Statements
Some statements contained in this Annual Report on Form 10-K are “forward-looking statements”. These forward-
looking statements relate to, among others, the following:

* our future financial and operating performance and results;

* our business strategy;

* market prices;

*» sources of funds necessary to conduct operations and complete acquisitions;

* development costs;

¢ number and location of planned wells;

* our future commodity price risk management activities; and

* our plans and forecasts.
We have based these forward-looking statements on our current assumptions, expectations and projections about future
events.
We use the words “may”, “will”, “expect”, “anticipate”, “estimate”, “believe”, “continue”, “intend”, “plan”, “budget”,
“future”, “reserves” and other similar words to identify forward-looking statements. These statements also involve risks
and uncertainties that could cause our actual results or financial condition to materially differ from our expectations.
We believe the assumptions and expectations reflected in these forward-looking statements are reasonable. However,
we cannot give any assurance that our assumptions and expectations will prove to be correct or that we will be able to
take any actions that are presently planned. All of these statements involve assumptions of future events and risks and
uncertainties. Risks and uncertainties associated with forward-looking statements include, but are not limited to:

* fluctuations in prices of oil and natural gas;

* demand for oil and natural gas;

¢ losses due to potential or future litigation;

* future capital requirements and availability of financing;

¢ geological concentration of our reserves;

* risks associated with drilling and operating wells;

* competition;

* general economic conditions;

* governmental regulations;

* receipt of amounts owed to us by purchasers of our production and counterparties to our derivative contracts;

* decisions to either enter into derivative contracts or not;

¢ events similar to September 11, 2001;

* actions of third party co-owners of interests in properties in which we also own an interest;

¢ fluctuations in interest rates;

* weaknesses in our internal controls; and

* the inherent variability in early production tests.
For these and other reasons, actual results may differ materially from those projected or implied. We believe it is important
to communicate our expectations of future performance to our investors. However, events may occur in the future that

we are unable to accurately predict, or over which we have no control. We caution you against putting undue reliance on
forward-looking statements or projecting any future results based on such statements.

Before you invest in our common stock, you should be aware that there are various risks associated with an investment.
We have described some of these risks in other sections of this Annual Report on Form 10-K and under Item 1A. Risk
Factors, beginning on page 16.
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PART I

Item 1. Business

About Our Company

Parallel Petroleum Corporation, or “Parallel” and its subsidiaries are engaged in the acquisition, development and
exploitation of long life oil and natural gas reserves and, to a lesser extent, the exploration for new oil and natural gas
reserves. The majority of our current producing properties are in the:

* Permian Basin of west Texas and New Mexico;

* Fort Worth Basin of north Texas; and

* the onshore gulf coast area of south Texas.
in 2006, we spent approximately $195.4 million on oil and natural gas related capital expenditures, an increase of
approximately 153% over that expended in 2005 (See Note 3 to the Consolidated Financial Statements). This amount
includes approximately $23.4 million of acquisition costs for additional interests we acquired in our Harris San Andres
properties in January 2006. We had previously acquired interests in these same properties in November 2005 for

approximately $20.8 million. Also included in our 2006 capital expenditures is $6.1 million for additional interests
acquired in our Barnett Shale gas project.

Throughout this report, we refer to some terms that are commonly used and understood in the oil and natural gas
industry. These terms are:

* Bbl or Bbls  barrel or barrels of oil or other liquid hydrocarbons;

* Bef billion cubic feet of natural gas;

* BOE equivalent barrel of oil or 6 Mcf of natural gas for one barrel of oil;
* MBbls thousand barrels of oil or other liquid hydrocarbons;

* MBoe thousand barrels of cil equivalent;

¢« MMBbIs million barrels of oil or other liquid hydrocarbons;

* MMBoe million barrels of oil equivalent;

* MMBtu million British thermal units;

* Mcf thousand cubic feet of natural gas; and
* MMcf million cubic feet of natural gas.

Parallel was incorporated in Texas on November 26, 1979, and reincorporated in the State of Delaware on
December 18, 1984,

Our executive offices are located at 1004 N. Big Spring, Suite 400, Midland, Texas 79701. Our telephone number
is (432) 684-3727.

Available Information

You may read and copy any materials we file with, or furnish to, the Securities and Exchange Commission at the
SEC’s public reference facilities at 100 F Street, N.E., Room 1580, Washington, D.C. 20549. You may obtain information
on the operation of the public reference facilities by calling the SEC at 1-800-SEC-0330. The SEC maintains a Web site
(www.sec.gov) that contains reports, proxy and information statements, and other information regarding issuers,
including Parallel, that file electronically with the SEC.

Our Web site address is www.plll.com. Information on our website or any other website is not incorporated by reference
into this Annual Report on Form 10-K and does not constitute a part of this Annual Report on Form 10-K.
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We make available free of charge on our Internet website our annual reports on Form 10-K, quarterly reports on Form
10-Q, current reports on Form 8-K, and amendments to those reports filed or furnished pursuant to Section 13(a) or
15(d) of the Securities Exchange Act of 1934 as soon as reasonably practicable after we electronically file such material
with, or furnish it to, the SEC.

We will provide electronic or paper copies of our SEC filings free of charge upon request made to Cindy Thomason,
Manager of Investor Relations, cindyt@plll.com, 1-800-299-3727.

Developmerts in 2006; 2007 Capital Budget

On August 16, 2006, we sold 2,500,000 shares of our common stock in a public offering at a price of $25.25 per share.
Gross cash proceeds were approximately $63.1 million, and net proceeds were approximately $60.3 million. The
proceeds were used for general corporate purposes, including debt repayment and the acceleration of our drilling and
completion operations in core areas of our operations, including our Barnett Shale and New Mexico Wolfcamp gas
projects and our oil properties in the Permian Basin of west Texas.

Our 2007 capital investment budget for properties we owned at February 15, 2007 is estimated to be approximately
$155.6 million, which includes $14.0 million for the purchase of leasehold and seismic in our areas of activity. The
budget will be funded from our estimated operating cash flows and our bank borrowings. If our cash flows and
bank borrowings are not sufficient to fund all of our estimated capital expenditures, we may fund any shortfall with
proceeds from the sale of our debt or equity securities, reduce our capital budget or effect a combination of these
alternatives. The amount and timing of our expenditures are subject to change based upon market conditions, results
of expenditures, new opportunities and other factors.

Praved Reserves as of December 31, 2006

Cawley Gillespie & Associates, Inc.,, our independent petroleum engineers, estimated the total proved reserves
attributable to all of our oil and natural gas properties to be approximately 28.7 MMBbls of oil and approximately
58.9 Bcf of natural gas as of December 31, 2006.

Approximately 75% of our proved reserves are oil and approximately 51% are categorized as proved developed reserves.

About OQur Strategy and Business

From 1993 until mid 2002, our activities were concentrated in the onshore gulf coast area of south Texas. In June 2002,
we reexamined and revised our business strategy. We shifted the balance of our investments from properties having
high rates of production in early years to properties with more consistent production over a longer term. We now
emphasize reducing drilling risks by dedicating a smaller portion of our capital to high risk projects, while reserving
the majority of our available capital for acquisition, exploitation, enhancement and development drilling opportunities.
Obtaining positions in long-lived oil and natural gas reserves is given priority over properties that might provide more
cash flow in the early years of production, but which have shorter reserve lives. Our risk reduction efforts also include
emphasizing acquisition possibilities over high risk exploration projects.

Since the latter part of 2002, we have reduced the emphasis on high risk exploration efforts and we now focus primarily
on established geologic trends where we can better utilize the engineering, operational, financial and technical expertise
of our entire staff. Although we expect to continue participating in exploratory drilling activities from time to time,
reducing financial, reservoir, drilling and geological risks and diversifying our property portfolio are the principal
criteria in the execution of our business plan.

In summary, our current business plan:

* focuses on projects having less geological risk;

* emphasizes acquisition, exploitation, development and enhancement activities;

* includes the utilization of horizontal and fracture stimulation technologies on certain types of reservoirs;
* focuses on acquiring producing properties; and

* expands the scope of our operations by diversifying our exploratory and development efforts, both in and
outside of our current core areas of operation.
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An integral part of our business strategy includes exploitation and enhancement activities. Exploitation and
enhancement activities include:

» operational enhancements, such as surface facility reconfiguration, and the installation of new or additional
compression equipment;

* workovers;

* well recompletions;

¢ behind-pipe recompletions;

* refracing (restimulating a producing formation within an existing wellbore to enhance production and add
reserves);

* installation of injection wells and related facilities;
¢ development well drilling (infill drilling);
* cost reduction programs; and

* secondary recovery operations, including waterfloods.

When we initiate exploitation and enhancement activities on our existing producing properties, we first establish and
maintain an ongoing program of oil and natural gas well reviews with the objective of maximizing the production from
existing wells. Oil and natural gas wells usually generate their highest volumes during the earlier stages of production
after which production begins to decline. Enhancement and remedial work can be undertaken to restore varying
amounts of lost production or reduce the rate of production decline.

Our approach to producing property acquisitions, and the size and timing of any acquisition, is dependent upon
market conditions in the domestic oil and natural gas industry. Generally, during periods of moderate to high prices for
oil and natural gas, we believe that oil and natural gas acquisition opportunities are not as favorable to a prospective
purchaser as they are when market conditions are depressed.

Producing properties that we identify and attempt to acquire will include properties that have proved undeveloped
and behind-pipe reserves, operational enhancement potential, long-lived reserves, multiple pay-zone exploitation
and development drilling opportunities. We believe that selecting and acquiring producing properties having these
characteristics will diversify and improve the overall quality of our property portfolio.

Although purchases of producing properties involve less risk than drilling, there is a risk that estimates of future prices
or costs, reserves, production rates or other criteria upon which we have based our investment decision may prove to
be inaccurate.

In addition to acquisitions of producing properties, our business strategy also includes seeking opportunities to
negotiate and enter into “work to earn”, joint venture and similar agreements with third parties for development
operations on producing properties.

Qur sources for possible acquisitions of leases and prospects include independent landmen, independent oil and
natural gas operators, geologists and engineers. We also evaluate properties that become available for purchase. If our
review of an undeveloped lease or prospect or a producing property indicates that it may have geological characteristics
favorable for 3-D seismic analysis, we may decide to acquire a working interest in the property or an option to acquire
a working interest. In the case of producing properties, we also seek properties that we believe are underperforming
relative to their potential. To reduce our financial exposure in any one prospect, we generally enter into co-ownership
arrangements with third parties. These arrangements are common in the industry and enable us to participate in more
prospects and share the drilling and related costs and dry-hole risks with other participants. From time to time, we sell
prospects to third parties or farm-out prospects and retain an interest in revenues from these prospects.

As we have in the past, we continue to:

(1) Use Horizontal Drilling and Fracture Stimulations — We believe the use of horizontal drilling and fracture stimulations
have enabled us to develop reserves economically such as our Barnett Shale and Wolfcamp gas projects.
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(2) Use Advanced Technologies — We believe the use of 3-D seismic surveys, horizontal drilling, fracture stimulation and
other advanced technologies are useful risk management tools that help reduce the normal drilling and operations risks
associated with our day-to-day activities. We believe that our use of these technologies in exploring for, developing and
exploiting oil and natural gas properties can:

* reduce drilling risks;
¢ lower finding costs;
* provide for more efficient production of oil and natural gas from our properties; and

» increase the probability of locating and producing reserves that might not otherwise be discovered.

Generally, 3-D seismic surveys provide more accurate and comprehensive information to evaluate drilling prospects
than conventional 2-D seismic technology. We evaluate substantially all of our exploratory prospects using 3-D seismic
technology. On certain prospects we use 3-D seismic techniques that identify structure and compartmentalization of the
target reservoir. On other exploratory prospects, we also use amplitude versus offset, or AVO analysis. AVO analysis
shows the contrast between sands and shales and assists us in determining the presence of natural gas in potential
reservoir sands.

We believe that using 3-D seismic, AVO and other technologies gives us a competitive advantage because of the
increased likelihood of successful drilling. When we evaluate exploratory prospects in geographical areas where the
use of 3-D and other advanced technologies are not likely to provide any advantages, we use traditional evaluation
methods, such as 2-D seismic technology.

(3) Serve as Geophysical Operator — We prefer to serve as the geophysical operator for projects located in areas where
we have experience using 3-D seismic technology. By doing so, we control the design, acquisition, processing and
interpretation of 3-D surveys and, in most cases, determine drilling locations and well depths. The integrity of 3-D
seismic analysis in our projects is enhanced by emphasizing quality controls throughout the data acquisition, processing
and interpretation phases.

We retain experienced outside consultants and participate with knowledgeable joint working interest owners when
we acquire, process and interpret 3-D seismic surveys. When possible, we also attempt to correlate or model the
interpretations of 3-D seismic surveys with wells previously drilled on or near the prospect being evaluated.

(4) Conduct Exploratory Activities — Although we do not emphasize exploratory drilling to the extent we have in the
past, when we do undertake exploratory projects, we will continue to focus on prospects:
* having known geological and reservoir characteristics;

* being in close proximity to existing wells so data from the existing wells can be correlated with seismic data on
or near the prospect being evaluated; and

» having a potentially meaningful impact on our reserves.
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Drifling Activities in 2006

The following table shows our gross and net wells drilled, by geographic area, during 2006:

Number of Wells
Number Drilling or Waiting Gross Gross
Depth of Gross on Completion  Productive Dry
Area Range (feet) Wells Drilled at December 31, 2006 Wells Wells
North Texas
Barnett Shale 7000 - 8,000 13 2 11 0
Permian Basin of West Texas
and New Mexico
Carm-Ann/Means 4000 - 4,500 15 2 13 0
Harris 4,000 - 4,500 30 3 27 0
Fullerton 4,000 - 5000 6 0 6 0
Wolfcamp Gas 4300 - 4,500 59 16 42 1
Diamond M (Deep) 6,500 - 7,000 2 0 2 0
Onshore Gulf Coast of Texas
Frio/Yegua/Wilcox 5000 - 10,000 0 2 2
Cotton Valley 16,000 - 18,000 1 1 0 0
Utah 4000 - 5,000 1 0 0 1
131 24 103 4

Drilling and Acquisition Costs

The table below shows our oil and gas property acquisition, exploration and development costs for the periods indicated.

Year Ended December 31, ($ in thousands) 2006 2005 2004 2003 2002
Proved property acquisition costs $ 27,370 $23,763 $39,763 $ 2,209 $48,044
Unproved property acquisition costs 30,058 11,743 7,400 3,831 2,295
Exploration costs 71,003 15,455 6,794 3,240 1,291
Development costs 66,965 26,390 13,954 5,650 9,308

$195,396 $77,351 $67,911 $14,930 $60,938

Current Drilling Projects

Summarized below are our more significant current projects, including our capital budget for these projects in 2007

Resource Natural Gas Projects

We have two resource natural gas projects in varying stages of development. They are the Barnett Shale gas project in the
Fort Worth Basin of north Texas and the Wolfcamp gas project in the Permian Basin of New Mexico. These resource natural
gas projects generated approximately 34% of our fourth quarter 2006 daily production (2,055 BOE per day) and represented

approximately 9% of our total proved reserve value as of December 31, 2006.

We have budgeted approximately $125.4 million for these two resource natural gas projects in 2007 for the drilling and
completion of approximately 86 new gross wells, leaschold acquisition, pipeline construction and pipeline compression.
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Fort Worth Basin of North Texas and Permian Basin of New Mexico

Barnett Shale Gas Project, Tarrant County, Texas — This project generated approximately 17% of our fourth quarter 2006
daily production (1,013 BOE per day) and represented approximately 4% of our total proved reserve value as of
December 31, 2006.

Our leasehold position in the Barnett Shale gas project includes approximately 19,000 gross (5,100 net) acres. We have
budgeted approximately $49.0 million for this project in 2007 for the drilling and completion of 34 new gross wells, pipeline
construction and leasehold acquisition. As of January 25, 2007, there were 5 drilling rigs running and 2 wells awaiting
completion and pipeline connection in the Barnett Shale gas project.

Wolfcamp Gas Project, Eddy and Chavez Counties, New Mexico - This project generated approximately 17% of our fourth
quarter 2006 daily production (1,042 BOE per day) and represented approximately 5% of our total proved reserve value as
of December 31, 2006.

Our New Mexico Wolfcamp gas project consists of three areas of mutual interest in which the primary target is the Wolfcamp
formation at a depth of approximately 4,500 feet. Our leasehold position in the project includes approximately 152,000 gross
(63,000 net) acres. We anticipate participating in the drilling of approximately 52 horizontal wells in New Mexico during
2007. If all of these wells are drilled, we will serve as operator of 40 wells, and 12 will be non-operated. We have budgeted
approximately $76.4 million for this project in 2007 to fund the drilling and related leasing and infrastructure activity.

Permian Basin of West Texas

The Permian Basin of west Texas generated approximately 55% of our fourth quarter 2006 daily production (3,358 BOE
per day) and represented approximately 87% of our total proved reserve value as of December 31, 2006. Our significant
producing properties in the Permian Basin of west Texas are described below.

Fullerton San Andres Field, Andrews County, Texas - This non-operated property generated approximately 25% of our fourth
quarter 2006 daily production (1,544 BOE per day) and represented approximately 33% of our total proved reserve value as
of December 31, 2006.

We have budgeted approximately $1.2 million to fund 18 re-fracs in 2007. Our average working interest in the Fullerton
properties is approximately 82%.

Carm-Ann San Andres Field | N. Means Queen Unit, Andrews & Gaines Counties, Texas — These properties generated
approximately 9% of our fourth quarter 2006 daily production (560 BOE per day) and represented approximately 14% of
our total proved reserve value as of December 31, 2006.

We have budgeted approximately $8.1 million for the Carm-Ann/N. Means Queen properties in 2007 for 16 re-fracs and 12
new infill wells. Our average working interest in these properties is approximately 77%.

Harris San Andres Field, Andrews and Gaines Counties, Texas — These properties represented approximately 10% of our fourth
quarter 2006 daily production (608 BOE per day) and represented approximately 23% of our total proved reserve value as
of December 31, 2006.

We have budgeted approximately $8.5 million for the Harris San Andres properties in 2007 for 16 re-fracs and 12 new drills.

Diamond M Canyon Reef Unit, Scurry County, Texas — This property generated approximately 5% of our fourth quarter
2006 daily production (301 BOE per day) and represented approximately 8% of our total proved reserve value as of
December 31, 2006.

A total of $6.5 million has been budgeted in 2007 to fund the workover of 6 wells, the drilling of 9 new wells, the processing
and interpretation of a new 3-D seismic survey and associated equipment upgrades. Our average working interest in these
properties is approximately 66% above the contractual base volumes associated with our work-to-earn arrangement with
Southwestern Energy Company.
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Onshore Gulf Coast of South Texas

Yegua/Frio/Wilcox Gas Project, Jackson, Wharton and Liberty Counties, Texas — This project generated approximately 10% of
our fourth quarter 2006 daily production (629 BOE per day) and represented approximately 3% of our total proved reserve
value as of December 31, 2006.

We have budgeted approximately $1.7 million for the Yegua/Frio/Wilcox gas project in 2007 for the drilling and completion
of 2 wells.

Other Projects
Utah{Colorado CBM (Coal Bed Methane) Gas{Conventional Oil and Natural Gas Projects, Uinta Basin — This project does not yet
contribute to our current daily production or reserve value.

As of December 31, 2006, our leasehold acreage position in this project was approximately 160,000 gross (152,000 net) acres.
It is a multiple zone project consisting of both oil and natural gas targets at a depth of less than 6,000 feet. Seismic and
geological data evaluation on this project continues.

We have budgeted approximately $3.9 million for the Utah/Colorado CBM gas project in 2007 for drilling and completion
of 2 wells and the acquisition of additional 3-D seismic surveys and additional leasehold.

0il and Natural Gas Prices
The average wellhead prices we received for the oil and natural gas we produced in 2006, 2005 and 2004 are shown in
the table below.

Average Price Received

Year Ended December 31, 2006 2005 2004
(il (Bbl) $ 59.86 $51.78 $39.05
Natural gas (Mcf) $ 619 $ 854 $ 585

The average price we received for our oil sales at February 1, 2007 was approximately $54.49 per Bbl. At the same date,
the average price we were receiving for our natural gas was approximately $6.27 per Mcf.

There is substantial uncertainty regarding future oil and natural gas prices and we can provide no assurance that prices
will remain at current levels. We have entered into derivative contracts in an attempt to reduce the risk of fluctuating
oil and natural gas prices.

Employees and Consultants

At February 1, 2007, we had 41 full time employees. Mr. Cambridge, Chairman of the Board of Directors, serves in the
capacity of a consultant and not as a full-time employee. We also retain independent land, geological, geophysical,
engineering, drilling and financial consultants from time to time and expect to continue to do so in the future.
Additionally, we retain contract pumpers on a month-to-month basis.

We consider our employee relations to be satisfactory. None of our employees are represented by a union and we have
not experienced work stoppages or strikes.
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Wells Drilled

The following table shows certain information concerning the number of gross and net wells we drilled during the
three-year period ended December 31, 2006.

Exploratory Wells™ Development Wells®
Productive Dry Productive Dry
Year Ended December 31, Gross Net Gross Net Gross Net Gross Net
2006 5.0 2.87 3.0 1.42 122.0 68.4 1.00 0.08
2005 210 5.32 6.0 0.64 48.0 27.5 — —
2004 17.0 1.68 4.0 0.95 50.0 31.8 — -

(1) An exploratory well is a well drilled to find and produce oil or natural gas in an unproved area, to find a new reservoir in a field previously
found to be productive of vil or natural gas in another reservoir, or to extend a known reservoir.

(2) A development well is a well drilled within the proved area of an oil or natural gas reservoir to the depth of a stratigraphic horizon known
to be productive.

All of our drilling is performed on a contract basis by third-party drilling contractors. We do not own any drilling equipment.

At February 1, 2007, we were participating in the completion of 8 gross (3.53 net) wells, 6 gross (1.60 net) wells were
awaiting completion and ¢ gross (3.04 net) wells were in process of drilling.

Volumes, Prices and Lifting Costs

The following table shows certain information about our oil and natural gas production volumes, average sales prices
per Mcf of natural gas and Bbl of oil and the average lifting (production) cost per BOE for the three-year period ended
December 31, 2006.

Year Ended December 31, (in thousands, except per unif data) 2006 2005 2004

Production, Prices and Lifting Costs:
Qil (Bbls) 1,137 923 729
Natural gas (Mcf) 6,539 3,592 2,690
BOE 2,227 1,522 1,177
QOil price (per Bbl)™ $59.86 $51.78 $39.05
Natural gas price (per Mcf}" $ 6.19 $ 854 $ 5.85
BOE price™ $48.73 $51.57 $37.55

Average Lifting Cost (including production taxes) per BOE $ 99 $ 924 $ 806

(1) Average price received at the wellhead for our oil and natural gas.

in 2006, approximately 51% of the volume of our production was oil and 49% was natural gas. The majority of the oil
production is from our Permian Basin longer-lived oil assets. The majority of the natural gas production is from our
Barnett Shale and Wilcox assets.

The following table summarizes our revenues by product sold for each year in the three year period ended
December 31, 2006.

($ in thousands) 2006 2005 2004
Gil revenue $ 68,076 $47,800 $28,455
Effect of oil hedges (11,512) {12,139) (7,458)
Natural gas revenue 40,461 30,690 15,735
Effect of natural gas hedges — (201) (895)

$ 97,025 $ 66,150 $ 35,837

Qur oil sales in 2006 represented approximately 63% of our combined oil and natural gas revenues (not considering the
effect of hedging) for the year ended December 31, 2006, as compared to 61% in 2005, and 64% in 2004.
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Markets and Customers

Our oil and natural gas production is sold at the well site on an as produced basis at market-related prices in the areas
where the producing properties are located. We do not refine or process any of the oil or natural gas we produce and
all of our production is sold to unaffiliated purchasers on a month-to-month basis.

In the table below, we show the purchasers that accounted for 10% or more of our revenues during the specified years.

2006 2005 2004
Allegro Investments, Inc. m 14% 22%
Cenoco, Inc. 20% 12% a
Texland Petrcleum, Inc. 30% 40% 43%
Tri-C Resources, Inc. 12% m o
Dale Operating Company 10% m a

(1} Less than 10%.

We do not believe the loss of any one of our purchasers would materially affect our ability to sell the oil and natural
gas we produce. Other purchasers are available in our areas of operations.

Our future ability to market our oil and natural gas production depends upon the availability and capacity of natural
gas gathering systems and pipelines and other transportation facilities. We are not obligated to provide a fixed or
determinable quantity of oil and natural gas under any existing arrangements or contracts.

Our business does not require us to maintain a backlog of products, customer orders or inventory.

Office Facilities

Our principal executive offices are located in Midland, Texas, where we lease approximately 22,200 square feet of office
space at 1004 North Big Spring, Suite 400, Midland, Texas 79701. Our current rental rate is $16,650 per month. The lease
expires on February 28, 2010.

We have two field offices and storage facilities. These two offices are located in Andrews and Snyder, Texas. The
current monthly rental rate is $750 for the Andrews office and $1,200 for the Snyder office. The Andrews office lease
expires December 1, 2007. The Snyder office lease expires upon the cessation of production from the Diamond “M”
area wells.

Competition

The il and natural gas industry is highly competitive, particularly in the areas of acquiring exploratory and
development prospects and producing properties. The principal means of competing for the acquisition of oil and
natural gas properties are the amount and terms of the consideration offered. Our competitors include major oil
companies, independent oil and natural gas firms and individual producers and operators. Many of our competitors
have financial resources, staffs and facilities much larger than ours.

We are also affected by competition for drilling rigs and the availability of related equipment. With relatively high oil
and natural gas prices, the oil and natural gas industry typically experiences shortages of drilling rigs, equipment,
pipe and qualified field personnel. Although we are unable to predict when or to what extent our exploration and
development activities will be affected by rig, equipment or personnel shortages, we have recently experienced, and
continue to experience, delays in some of our planned activities and operations because of these shortages.
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Intense competition among independent oil and natural gas producers requires us to react quickly to availabie
exploration and acquisition opportunities. We try to position for these opportunities by maintaining:

* adequate capital resources for projects in our core areas of operations;
* the technological capabilities to conduct a thorough evaluation of a particular project; and

» a small staff that can respond quickly te exploration and acquisition opportunities.
The principal resources we need for acquiring, exploring, developing, producing and selling oil and natural gas are:

* leasehold prospects under which oil and natural gas reserves may be discovered or developed;
¢ drilling rigs and related equipment to explore for such reserves; and

* knowledgeable and experienced personnel to conduct all phases of oil and natural gas operations.

0i! and Natural Gas Regulations
Our operations are regulated by certain federal and state agencies. Qil and natural gas production and related
operations are or have been subject to:

* price controls;
* taxes; and

* environmental and other laws relating to the oil and natural gas industry.

We cannot predict how existing laws and regulations may be interpreted by governmental agencies or court rulings,
whether additional laws and regulations will be adopted, or the effect such interpretations or new laws and regulations
may have on our business, financial condition or results of operations.

Our oil and natural gas exploration, production and related operations are subject to extensive rules and regulations
that are enforced by federal, state and local governmental agencies. Failure to comply with these rules and regulations
can result in substantial penalties. The regulatory burden on the oil and natural gas industry increases our cost of doing
business and affects our profitability. Because these rules and regulations are frequently amended or reinterpreted, we
are not able to predict the future cost or impact of compliance with these laws.

Texas and many other states require drilling permits, bonds and operating reports. Other requirements relating to
the exploration and production of oil and natural gas are also imposed. These states also have statutes or regulations
addressing conservation matters, including provisions for:

* the unitization of pooling of oil and natural gas properties;
* the establishment of maximum rates of production from oil and natural gas wells; and

* the regulation of spacing, plugging and abandonment of wells.

Sales of natural gas we produce are not regulated and are made at market prices. However, the Federal Energy
Regulatory Commission (FERC) regulates interstate and certain intrastate natural gas transportation rates and services
conditions, which affect the marketing of our natural gas, as well as the revenues we receive for sales of our production.
Since the mid-1980s, FERC has issued a series of orders, culminating in Order Nos. 636, 636-A, 636-B, and 636-C. These
orders, commonly known as Order 636, have significantly altered the marketing and transportation service, including
the unbundling by interstate pipelines of the sales, transportation, storage and other components of the city-gate sales
services these pipelines previously performed.

One of FERC’s purposes in issuing the orders was to increase competition in all phases of the natural gas industry.
Order 636 and subsequent FERC orders issued in individual pipeline restructuring proceedings has been the subject of
appeals, the results of which have generally been supportive of the FERC’s open-access policy. In 1996, the United States
Court of Appeals for the District of Columbia Circuit largely upheld Order No. 636. Because further review of certain
of these orders is still possible, and other appeals remain pending, it is difficult to predict the ultimate impact of the
orders on Parallel and our natural gas marketing efforts. Generally, Order 636 has eliminated or substantially reduced
the interstate pipelines’ traditional role as wholesalers of natural gas, and has substantially increased competition and
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volatility in natural gas markets. While significant regulatory uncertainty remains, Order 636 may ultimately enhance
our ability to market and transport our natural gas, although it may also subject us to greater competition.

Sales of oil we produce are not regulated and are made at market prices. The price we receive from the sale of oil is
affected by the cost of transporting the product to market. Effective January 1, 1995, FERC implemented regulations
establishing an indexing system for transportation rates for interstate common carrier oil pipelines, which, generally,
would index such rates to inflation, subject to certain conditions and limitations. These regulations could increase the
cost of transporting oil by interstate pipelines, although the most recent adjustment generally decreased rates. These
regulations have generally been approved on judicial review. We are unable to predict with certainty what effect, if
any, these regulations will have on us. The regulations may, over time, tend to increase transportation costs or reduce
wellhead prices for oil.

We are also required to comply with various federal and state regulations regarding plugging and abandonment of oil
and natural gas wells.

Environmental Regulations
Various federal, state and local laws and regulations governing the discharge of materials into the environment, or
otherwise relating to the protection of the environment, health and safety, affect our operations and costs. These laws
and regulations sometimes:

* require prior governmental authorization for certain activities;
* limit or prohibit activities because of protected areas or species;
¢ impose substantial liabilities for pollution related to our operations or properties; and

* provide significant penalties for noncompliance.

In particular, our exploration and production operations, our activities in connection with storing and transporting oil
and other liquid hydrocarbons, and our use of facilities for treating, processing or otherwise handling hydrocarbons
and related exploration and production wastes are subject to stringent environmental regulations. As with the industry
generally, compliance with existing and anticipated regulations increases our overall cost of business. While these
regulations affect our capital expenditures and earnings, we believe that they do not affect our competitive position
in the industry because our competitors are also affected by the same environmental regulatory programs. Since
environmental regulations have historically been subject to frequent change, we cannot predict with certainty the future
costs or other future impacts of environmental regulations on our future operations. A discharge of hydrocarbons or
hazardous substances into the environment could subject us to substantial expense, including the cost to comply with
applicable regulations that require a response to the discharge, such as claims by neighboring landowners, regulatory
agencies or other third parties for costs of:

* containment or cleanup;

* personal injury;

* property damage; and

« penalties assessed or other claims sought for natural resource damages.

The following are examples of some environmentai laws that potentially impact our operations.

¢ Water. The Qil Pollution Act, or OPA, was enacted in 1990 and amends provisions of the Federal Water Pollution
Control Act of 1972 (FWPCA) and other statutes as they pertain to prevention of and response to major oil spills.
The OPA subjects owners of facilities to strict, joint and potentially unlimited liability for removal costs and
certain other consequences of an oil spill, where such spill is into navigable waters, or along shorelines. In the
event of an oil spill into such waters, substantial liabilities could be imposed upon us. States in which we operate
have also enacted similar laws. Regulations are currently being developed under the OPA and similar state laws
that may also impose additional regulatory burdens on us.
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The FWPCA imposes restrictions and strict controls regarding the discharge of produced waters, other oil and
gas wastes, any form of pollutant, and, in some instances, storm water runoff, into waters of the United States.
The FWPCA provides for civil, criminal and administrative penalties for any unauthorized discharges and, along
with the OPA, imposes substantial potential liability for the costs of removal, remediation or damages resulting
from an unauthorized discharge. State laws for the control of water pollution also provide civil, criminal and
administrative penalties and liabilities in the case of an unauthorized discharge into state waters. The cost of
compliance with the OPA and the FWPCA have not historically been material to our operations, but there can
be no assurance that changes in federal, state or local water pollution control programs will not materially
adversely affect us in the future. Although no assurances can be given, we believe that compliance with existing
permits and compliance with foreseeable new permit requirements will not have a material adverse effect on our
financial condition or results of operations.

Solid Waste. We generate non-hazardous solid waste that fall under the requirements of the Federal Resource
Conservation and Recovery Act and comparable state statues. The EPA and the states in which we operate are
considering the adoption of stricter disposal standards for the type of non-hazardous waste we generate. The
Resource Conservation and Recovery Act also governs the generation, management, and disposal of hazardous
wastes. At present, we are not required to comply with a substantial portion of the Resource Conservation and
Recovery Act requirements because our operations generate minimal quantities of hazardous wastes. However,
it is anticipated that additional wastes, which could include wastes currently generated during operations, could
in the future be designated as hazardous wastes. Hazardous wastes are subject to more rigorous and costly
disposal and management requirements than are non-hazardous wastes. Such changes in the regulations may
result in us incurring additional capital expenditures or operating expenses.

Superfund. The Comprehensive Environmental Response, Compensation, and Liability Act, sometimes called
CERCLA or Superfund, imposes liability, without regard to fault or the legality of the original act, on certain
classes of persons in connection with the release of a hazardous substance into the environment. These persons
include the current owner or operator of any site where a release historically occurred and companies that
disposed or arranged for the disposal of the hazardous substances found at the site. CERCLA also authorizes
the EPA and, in some instances, third parties to act in response to threats to the public health or the environment
and to seek to recover from the responsible classes of persons the costs they incur. In the course of our ordinary
operations, we may have managed substances that may fall within CERCLA’s definition of a hazardous
substance. We may be jointly and severally liable under CERCLA for all or part of the costs required to clean up
sites where we disposed of or arranged for the disposal of these substances. This potential liability extends to
properties that we owned or operated as well as to properties owned and operated by others at which disposal
of our hazardous substances occurred.

We currently own or lease numerous properties that for many years have been used for exploring and producing
oil and natural gas. Although we believe we use operating and disposal practices standard in the industry,
hydrocarbons or other wastes may have been disposed of or released by us on or under properties that we have
owned or leased. In addition, many of these properties have been previously owned or operated by third parties
who may have disposed of or released hydrocarbons or other wastes at these properties. Under CERCLA, and
analogous state laws, we could be required to remove or remediate previously disposed wastes, including wastes
disposed of or released by prior owners or operators, to clean up contaminated property, including contaminated
groundwater, or to perform remedial plugging operations to prevent future contamination.
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Item 1a. Risk Factors
The following should be considered carefully with the information provided elsewhere in this Annual Report on
Form 10-K in reaching a decision regarding an investment in our common stock.

Risks Related to Qur Business

The volatility of the oil and natural gas industry may have an adverse impact on our operations.

Our revenues, cash flows and profitability are substantially dependent upon prevailing prices for oil and natural gas.
In recent years, oil and natural gas prices and, therefore, the level of drilling, exploration, development and production,
have been extremely volatile. Any significant or extended decline in oil or natural gas prices will have a material
adverse effect on our business, financial condition and results of operations and could impair access to future sources
of capital. Volatility in the oil and natural gas industry results from numerous factors over which we have no control,
including:

¢ the level of oil and natural gas prices, expectations about future oil and natural gas prices and the ability of
international cartels to set and maintain production levels and prices;

the cost of exploring for, producing and transporting oil and natural gas;

the level and price of foreign oil and natural gas transportation;

available pipeline and other oil and natural gas transportation capacity;
¢ weather conditions;

* international political, military, regulatory and economic conditions;

the level of consumer demand;
* the price and the availability of alternative fuels;
* the effect of worldwide energy conservation measures; and

* the ability of cil and natural gas companies to raise capital.
Significant declines in oil and natural gas prices for an extended period may:

* impair our financial condition, liquidity, ability to finance planned capital expenditures and results of
operations;

reduce the amount of oil and natural gas that we can produce economically;

cause us to delay or postpone some of our capital projects;

¢ reduce our revenues, operating income and cash flow; and

reduce the recorded value of our oil and natural gas properties.

No assurance can be given that current levels of oil and natural gas prices will continue. We expect oil and natural gas
prices, as well as the oil and natural gas industry generally, to continue to be volatile.

We must replace oil and natural gas reserves that we produce. Failure to replace reserves may negatively affect our business.

Our future performance depends in part upon our ability to find, develop and acquire additional oil and natural gas
reserves that are economically recoverable. Our proved reserves decline as they are depleted and we must locate and
develop or acquire new oil and natural gas reserves to replace reserves being depleted by production. No assurance
can be given that we will be able to find and develop or acquire additional reserves on an economic basis. If we cannot
economically replace our reserves, our results of operations may be materially adversely affected and our stock price
may decline.

We are subject fo uncertainkies in reserve estimates and future net cash flows.

There is substantial uncertainty in estimating quantities of proved reserves and projecting future production rates
and the timing of development expenditures. No one can measure underground accumulations of oil and natural
gas in an exact way. Accordingly, oil and natural gas reserve engineering requires subjective estimations of those
accumulations. Estimates of other engineers might differ widely from those of our independent petroleum engineers,
and our independent petroleum engineers may make material changes to reserve estimates based on the results of
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actual drilling, testing, and production. As a result, our reserve estimates often differ from the quantities of oil and
natural gas we ultimately recover. Also, we make certain assumptions regarding future oil and natural gas prices,
production levels, and operating and development costs that may prove incorrect. Any significant variance from
these assumptions could greatly affect our estimates of reserves, the economically recoverable quantities of oil and
natural gas attributable to any particular group of properties, the classifications of reserves based on risk of recovery,
and estimates of the future net cash flows. Some of our reserve estimates are made without the benefit of a lengthy
production history and are calculated using volumetric analysis. Those estimates are less reliabie than estimates based
on a lengthy production history. Volumetric analysis involves estimating the volume of a reservoir based on the net
feet of pay and an estimation of the productive area.

The present value of future net cash flows from our proved reserves is not necessarily the same as the current market
value of our estimated oil and natural gas reserves. We base the estimated discounted future net cash flows from our
proved reserves on prices and costs in effect on the day of estimate. However, actual future net cash flows from our oil
and natural gas properties also will be affected by factors such as:

* actual prices we receive for oil and natural gas;

* the amount and timing of actual production;

* supply and demand of oil and natural gas;

* limits of increases in consumption by natural gas purchasers; and

* changes in governmental regulations or taxation.

The timing of both our production and our incurrence of expenses in connection with the development and production
of oil and natural gas properties will affect the timing of actual future net cash flows from proved reserves, and thus
their actual present value. In addition, the 10% discount factor we use when calculating discounted future net cash
flows may not be the most appropriate discount factor based on interest rates in effect from time to time and risks
associated with us or the oil and natural gas industry in general.

Competition in the oil and natural gas industry is intense, and many of our competifors

have greater financial, technolagical and other resources than we do.

We operate in the highly competitive areas of oil and natural gas acquisition, development, exploitation, exploration
and production. The oil and natural gas industry is characterized by rapid and significant technological advancements
and introductions of new products and services using new technologies. We face intense competition from independent,
technology-driven companies as well as from both major and other independent oil and natural gas companies in each
of the following areas:

* seeking to acquire desirable producing properties or new leases for future exploration;
* marketing our oil and natural gas production;
* integrating new technologies; and

* seeking to acquire the equipment and expertise necessary to develop and operate our properties.

Many of our competitors have financial, technological and other resources substantially greater than ours, and some of
them are fully integrated oil and natural gas companies. These companies may be able to pay more for development
prospects and productive oil and natural gas properties and may be able to define, evaluate, bid for and purchase a
greater number of properties and prospects than our financial or human resources permit. Further, these companies
may enjoy technological advantages and may be able to implement new technologies more rapidly than we can. Our
ability to develop and exploit our oil and natural gas properties and to acquire additional properties in the future will
depend upon our ability to successfully conduct operations, implement advanced technologies, evaluate and select
suitable properties and consummate transactions in this highly competitive environment.

We do not control all of our operations and development projects.
Substantially all of our business activities are conducted through joint operating agreements under which we own
partial interests in oil and natural gas wells.
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At December 31, 2006, we owned interests in 489 gross (376.42 net) oil and natural gas wells for which we were the
operator and 936 gross (317.03 net) oil and natural gas wells where we were not the operator. Included in these wells are
383 gross (162.43 net} wells which are shut in or temporarily abandoned and 222 gross (120.61 net) injection wells.

Whether or not we hold a majority working or operating interest in our oil and natural gas projects, we may not beina
position to remove the operator in the event of poor performance and we may not have control over normal operating
procedures, expenditures or future development of underlying properties. The failure of an operator of our wells to
adequately perform operations, or an operator’s breach of the applicable agreements, could reduce our production and
revenues. The success and timing of our drilling and development activities on properties operated by others therefore
depends upon a number of factors outside of our control, including the operator’s:

* timing and amount of capital expenditures;

* expertise and financial resources;

* inclusion of other participants in drilling wells; and

* use of technology.
Our business involves many operating risks, which may result in substantial losses,
and insurance may be unavailable or inadequate to protect us against these risks.
Our operations are subject to hazards and risks inherent in drilling for, producing and transporting oil and natural gas,
such as:

¢ fires;

* natural disasters;

¢ explosions;

* pressure forcing oil or natural gas out of the wellbore at a dangerous velocity coupled with the potential for fire

or explosion;

* weather;

* failure of oilfield drilling and service equipment and tools;

* changes in underground pressure in a formation that causes the surface to collapse or crater;
* pipeline ruptures or cement failures;

* environmental hazards such as natural gas leaks, oil spills and discharges of toxic gases; and

* availability of needed equipment at acceptable prices, including steel tubular products.
Any of these risks can cause substantial losses resulting from:

* injury or loss of life;

« damage to and destruction of property, natural resources and equipment;

¢ pollution and other environmental damage;

* regulatory investigations and penalties;

¢ suspension of our operations; and

* repair and remediation costs.
We do not insure against the loss of oil or natural gas reserves as a result of operating hazards or insure against business
interruption. Losses could occur for uninsurable or uninsured risks, or in amounts in excess of existing insurance

coverage. The occurrence of an event that is not fully covered by insurance could harm our financial condition and
results of operations.

The oil and natural gas industry is capital intensive.
The oil and natural gas industry is capital intensive. We make substantial capital expenditures for the acquisition,
exploration for and development of oil and natural gas reserves.
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Historically, we have financed capital expenditures primarily with cash generated by operations, proceeds from bank
borrowings and sales of our equity securities. In addition, we have sold and may consider selling additional assets to
raise additional operating capital. From time to time, we may also reduce our ownership interests in our projects in
order to reduce our capital expenditure requirements.

Our cash flow from operations and access to capital is subject to a number of variables, including;:

* our proved reserves;
* the level of oil and natural gas we are able to produce from existing wells;
* the prices at which oil and natural gas are sold; and

¢ our ability to acquire, locate and produce new reserves.
Any one of these variables can materially affect our ability to borrow under our revolving credit facility.

If our revenues or the borrowing base under our revolving credit facility decreases as a result of lower oil and natural
gas prices, operating difficulties, declines in reserves or for any other reason, we may have limited ability to obtain
the capital necessary to undertake or complete future drilling projects. We may, from time to time, seek additional
financing, either in the form of increased bank borrowings, sale of debt or equity securities or other forms of financing
and there can be no assurance as to the availability of any additional financing upon terms acceptable to us.

There are risks in acquiring producing properties, including difficulties in integrating acquired properties into our business,
additional liabilities and expenses associated with acquired properties, diversion of management attention, increasing the scope,
geographic diversity and complexity of our operations and incurrence of additional debt.

Our business strategy includes growing our reserve base through acquisitions. Our failure to integrate acquired
businesses successfully into our existing business, or the expense incurred in consummating future acquisitions, could
result in unanticipated expenses and losses. In addition, we may assume cleanup or reclamation obligations or other
unanticipated liabilities in connection with these acquisitions. The scope and cost of these obligations may ultimately
be materially greater than estimated at the time of the acquisition.

We are continually investigating opportunities for acquisitions. In connection with future acquisitions, the process of
integrating acquired operations into our existing operations may result in unforeseen operating difficulties and may
require significant management attention and financial resources that would otherwise be available for the ongoing
development or expansion of existing operations. Our ability to make future acquisitions may be constrained by our
ability to obtain additional financing.

Possible future acquisitions could result in our incurring additional debt, contingent liabilities and expense, ail of
which could have a material adverse effect on our financial condition and operating results.

The marketability of our natural gas production depends on facilities that we typically do not own or control.

The marketability of our natural gas production depends in part upon the availability, proximity and capacity of
natural gas gathering systems, pipelines and processing facilities. We generally deliver natural gas through natural gas
gathering systems and natural gas pipelines that we do not own. Our ability to produce and market natural gas on a
commercial basis could be harmed by any significant change in the cost or availability of such systems and pipelines.

If we default under either our revolving credit facility or our term loan facility,

the lenders could foreclose on, and acquire control of, substantially all of our assets.

The lenders under our two credit facilities have liens on substantially all of our assets. Additionally, both credit facilities
restrict our ability to obtain additional financing, make investments, lease equipment, sell assets and engage in business
combinations. We are also required to comply with certain financial covenants and ratios under these facilities. As a
result of the liens held by our lenders, if we fail to meet our payment or other obligations under either credit facility,
including our failure to meet any of the required financial covenants or ratios, the lenders would be entitled to foreclose
on substantially all of our assts and liquidate those assets.

We are subject to many restrictions under our fwo credit facilities.
As required by our revolving credit facility and term loan facility with our bank lenders, we have pledged substantially
alt of our producing oil and natural gas properties as collateral to secure the payment of our indebtedness. Both credit
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facilities restrict our ability to obtain additional financing, make investments, lease equipment, sell assets and engage in
business combinations. We are also required to comply with certain financial covenants and ratios. Although we were
in compliance with these covenants at December 31, 2006, in the past we have had to request waivers from our banks
because of our non-compliance with certain financial covenants and ratios. Our ability to comply with these restrictions
and covenants in the future is uncertain and will be affected by the levels of cash flow from our operations and events
or circumstances beyond our control. Our failure to comply with any of the restrictions and covenants under either
credit facility could result in a default under both credit facilities, which could cause all of our existing indebtedness
to be immediately due and payable.

Our revolving credit facility limits the amounts we can borrow to a borrowing base amount, determined by the lenders
in their sole discretion, based upon projected revenues from the oil and natural gas properties securing our loan. The
lenders can unilaterally adjust the borrowing base and the borrowings permitted to be outstanding under the revolving
credit facility. Any increase in the borrowing base requires the consent of all lenders. If all lenders do not agree on
an increase, then the borrowing base will be the lowest borrowing base determined by any lender. Outstanding
borrowings in excess of the borrowing base must be repaid immediately, or we must pledge other oil and natural
gas properties as additional collateral. We do not currently have any substantial properties that are not pledged and
no assurance can be given that we would be able to make any mandatory principal prepayments required under the
revolving credit facility.

Our producing properties are geographically concentrated.

A substantial portion of our proved oil and natural gas reserves are located in the Permian Basin of west Texas and
eastern New Mexico. Specifically, at December 31, 2006, approximately 92% of the discounted present value of our
proved reserves were located in the Permian Basin. As a result, we may be disproportionately exposed to the impact
of delays or interruptions of production from these wells due to mechanical problems, damages to the current
producing reservoirs, significant governmental regulation, including any curtailment of production, or interruption of
transportation of oil or natural gas produced from the wells.

Qur derivative activities create a risk of financial loss.

In order to manage our exposure to price risks in the marketing of our oil and natural gas, we have in the past and
expect to continue to enter into oil and natural gas price risk management arrangements with respect to a portion of
our expected production. We use derivative arrangements such as swaps, puts and collars that generally result in a
fixed price or a range of minimum and maximum price limits over a specified time period. Certain derivative contracts
may limit the benefits we could realize if actual prices received are above the contract price. In a typical derivative
transaction utilizing a swap arrangement, we will have the right to receive from the counterparty the excess of the
fixed price specified in the contract over a floating price based on a market index, multiplied by the quantity identified
in the derivative contract. If the floating price exceeds the fixed price, we are required to pay the counterparty this
difference multiplied by the quantity identified in the derivative contract. Derivative arrangements could prevent
us from receiving the full advantage of increases in oil or natural gas prices above the fixed amount specified in the
derivative contract. In addition, these transactions may expose us to the risk of financial loss in certain circumstances,
including instances in which:

* the counterparties to our future contracts fail to perform under the contract; or
* a sudden, unexpected event materially impacts oil or natural gas prices.
In the past, some of our derivative contracts required us to deliver cash collateral or other assurances of performance

to the counterparties in the event that our payment obligations exceeded certain levels. Future collateral requirements
are uncertain but will depend on arrangements with our counterparties and highly volatile oil and natural gas prices.

We are subject to complex federal, state and local laws and regulations that could adversely affect our business.
Extensive federal, state and local regulation of the oil and natural gas industry significantly affects our operations. In
particular, our oil and natural gas exploration, development and production are subject to stringent environmental
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regulations. These regulations have increased the costs of planning, designing, drilling, installing, operating and
abandoning our oil and natural gas wells and other related facilities. These regulations may become more demanding
in the future. Matters subject to regulation include:

*» permits for drilling operations;

drilling bonds;

¢ spacing of wells;

* unitization and pooling of properties;
* environmental protection;

* reports concerning operations; and

* taxation.

Under these laws and regulations, we could be liable for:

e personal injuries;

* property damage;

* oil spills;

* discharge of hazardous materials;

* reclamation costs;

* remediation and clean-up costs; and
* other environmental damages.

Failure to comply with these laws and regulations also may result in the suspension or terminations of our operations
and subject us to administrative, civil and criminal penalties. Further, these laws and regulations could change in ways
that substantially increase our costs. Any of these liabilities, penalties, suspensions, terminations or regulatory changes
could make it more expensive for us to conduct our business or cause us to limit or curtail some of our operations.

Declining oil and natural gas prices may cause us to record ceiling test write-downs.

We use the full cost method of accounting to account for our oil and natural gas operations. This means that we
capitalize the costs to acquire, explore for and develop oil and natural gas properties. Under full cost accounting rules,
the capitalized costs of oil and natural gas properties may not exceed a ceiling limit, which is based on the present
value of estimated future net revenues, net of income tax effects, from proved reserves, discounted at 10%, plus the
lower of cost or fair market value of unproved properties. These rules generally require pricing future oil and natural
gas production at unescalated oil and natural gas prices in effect at the end of each fiscal quarter, with effect given to
cash flow hedge positions. If our capitalized costs of oil and natural gas properties, as adjusted for asset retirement
obligations, exceed the ceiling limit, we must charge the amount of the excess against earnings. This is called a ceiling
test write-down. This non-cash impairment charge does not affect cash flow from operating activities, but it does
reduce stockholders’ equity. Generally, impairment charges cannot be restored by subsequent increases in the prices
of oil and natural gas.

The risk that will be required to write down the carrying value of our oil and natural gas properties increases when oil
and natural gas prices decline. In addition, write-downs may occur if we experience substantial downward adjustments
to our estimated proved reserves.

We did not recognize an impairment in 2006. We cannot assure you that we will not experience ceiling test write-downs
in the future.

Terrorist activities may adversely affect our business.

Terrorist activities, including events similar to those of September 11, 2001, or armed conflict involving the United
States may adversely affect our business activities and financial condition. If events of this nature occur and persist, the
resulting political and social instability could adversely affect prevailing oil and natural gas prices and cause a reduction
in our revenues. In addition, oil and natural gas production facilities, transportation systems and storage facilities could
be direct targets of terrorist attacks, and our operations could be adversely impacted if infrastructure integral to our
operations is destroyed or damaged. Costs associated with insurance and other security measures may increase as a
result of these threats, and some insurance coverage may become more difficult to obtain, if available at all.
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We are highly dependent upon key personnel.

Our success is highly dependent upon the services, efforts and abilities of key members of our management team. Our
operations could be materially and adversely affected if one or more of these individuals become unavailable for any
reason.

We do not have employment agreements or long term contractual arrangements with any of our officers or other key
employees. In periods of improving market conditions, our ability to obtain and retain qualified consultants on a timely
basis may be adversely affected.

Qur future growth and profitability will also be dependent upon our ability to attract and retain other qualified management
personnel and to effectively manage our growth. There can be no assurance that we will be successful in doing so.

Part of our business is seasonal in nature.

Weather conditions affect the demand for and price of oil and natural gas and can also delay drilling activities,
temporarily disrupting our overall business plans. Demand for oil and natural gas is typically higher during winter
months than summer months. However, warm winters can also lead to downward price trends. As a result, our results
of operations may be adversely affected by seasonal conditions.

Our oil and natural gas operations are subject fo many inherent risks.

Qil and natural gas drilling activities and production operations are highly speculative and involve a high degree of
risk. These operations are marked by unprofitable efforts because of dry holes and wells that do not produce oil or
natural gas in sufficient quantities to return a profit. The success of our operations depends, in part, upon the ability of
our management and technical personnel. The cost of drilling, completing and operating wells is often uncertain. There
is no assurance that our oil and natural gas drilling or acquisition activities will be successful, that any production will
be obtained, or that any such production, if obtained, will be profitable.

Our operations are subject to all of the operating hazards and risks normaily incident to drilling for and producing oil
and natural gas. These hazards and risks include, but are not limited to:

* encountering unusual or unexpected formations and pressures;
* explosions, blowouts and fires;

¢ pipe and tubular failures and casing collapses;

¢ environmental pollution; and

* personal injuries.

Any one of these potential hazards could result in accidents, environmental damage, personal injury, property damage
and other harm that could result in substantial liabilities to us.

As is customary in the industry, we maintain insurance against some, but not all, of these hazards. We maintain general
liability insurance and obtain Operator’s Extra Expense insurance on a well-by-well basis. We carry insurance against
certain pollution hazards, subject to our insurance policy’s terms, conditions and exclusions. If we sustain an uninsured
loss or liability, our ability to operate could be materially adversely affected.

Our oil and natural gas operations are not subject to renegotiation of profits or termination of contracts at the election
of the federal government.

Failure to maintain effective internal controls could have a material adverse effect on our operations.

Section 404 of the Sarbanes-Oxley Act requires annual management assessments of the effectiveness of our internal
control over financial reporting and a report by our independent auditors addressing these assessments. Effective
internal controls are necessary for us to produce reliable financial reports. If, as a result of deficiencies in our internal
controls, we cannot provide reliable financial reports, our business decision process may be adversely affected, our
business and operating results could be harmed, investors could lose confidence in our reported financial information,
and the price of our stock could decrease as a result.
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Restrictive debt covenants could limit our growth and our ability to finance our operations, fund our capital needs,

respond to changing conditions and engage in other business activities that may be in our best interests.

Our revolving credit facility and second lien term loan facility contain a number of significant covenants that, among
other things, restrict our ability to:

* dispose of assets;

* incur additional indebtedness;

* use our retained earnings and net income for payment of dividends on our common stock;

¢ create liens on our assets;

* enter into specified investments or acquisitions;

* repurchase, redeem or retire our capital stock or other securities;

* merge or consolidate, or transfer all or substantially all of our assets and the assets of our subsidiaries;
* engage in specified transactions with subsidiaries and affiliates; or

* engage in other specified corporate activities.

Also, our credit facilities require us to maintain compliance with specified financial ratios and satisfy certain financial
condition tests. Our ability to comply with these ratios and financial condition tests may be affected by events beyond
our control, and we cannot assure you that we will meet these ratios and financial condition tests. These financial
ratio restrictions and financial condition tests could limit our ability to obtain future financing, make needed capital
expenditures, withstand a future downturn in our business or economy in general or otherwise conduct necessary
corporate activities. We may also be prevented from taking advantage of business opportunities that arise because of
the limitations that the restrictive covenants under the credit facilities impose on us. A breach of any of these covenants
or our inability to comply with the required financial ratios or financial condition tests could result in a default under
the credit facilities. A default, if not cured or waived, could result in acceleration of all indebtedness outstanding under
the credit facilities. The accelerated debt would become immediately due and payable. If that should occur, we may not
be able to pay all such debt or to borrow sufficient funds to refinance it. Even if new financing were then available, it
may not be on terms that are acceptable to us.

We do not pay dividends on our common stock.

We have never paid dividends on our common stock, and do not intend to pay cash dividends on the common stock
in the foreseeable future. Net income from our operations, if any, will be used for the development of our business,
including capital expenditures and to retire debt. Any decisions to pay dividends on the common stock in the future
will depend upon our profitability at the time, the available cash and other factors. Our ability to pay dividends on our
common stock is further limited by the terms of our revolving credit facility and our second lien term loan facility.

Our stockholders’ rights plan, provisions in our corporate governance documents and Delaware law may

delay or prevent an acquisition of Parallel, which could decrease the value of our common stock.

Our certificate of incorporation, our bylaws and the Delaware General Corporation Law contain provisions that may
discourage other persons from initiating a tender offer or takeover attempt that a stockholder might consider to be in
the best interest of all stockholders, including takeover attempts that might result in a premium to be paid over the
market price of our stock.

On October 5, 2000, our Board of Directors adopted a stockholder rights plan. The plan is designed to protect
Parallel from unfair or coercive takeover attempts and to prevent a potential acquirer from gaining control of Parallel
without fairly compensating all of the stockholders. The plan authorized 50,000 shares of $0.10 par Series A Preferred
Stock Purchase Rights. A dividend of one Right for each share of our outstanding commeon stock was distributed to
stockholders of record at the close of business on October 16, 2000. If a public announcement is made that a person
has acquired 15% or more of our common stock, or a tender or exchange offer is made for 15% of more of the common
stock, each Right entitles the holder to purchase from the company one one-thousandth of a share of Series A Preferred
Stock, at an exercise price of $26.00 per one one-thousandth of a share, subject to adjustment. In addition, under certain
circumstances, the rights entitle the holders to buy Parallel’s stock at a 50% discount. We are authorized to issue 10.0
million shares of preferred stock; there are no outstanding shares as of December 31, 2006. Our Board of Directors has
total discretion in the issuance and the determination of the rights and privileges of any shares of preferred stock which
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might be issued in the future, which rights and privileges may be detrimental to the holders of the common stock. It is
not possible to state the actual effect of the authorization and issuance of a new series of preferred stock upon the rights
of holders of the common stock and other series of preferred stock unless and until the Board of Directors determines
the attributes of any new series of preferred stock and the specific rights of its holders. These effects might include:

e restrictions on dividends on common stock and other series of preferred stock if dividends on any new series of
preferred stock have not been paid;

» dilution of the voting power of common stock and other series of preferred stock to the extent that a new series
of preferred stock has voting rights, or to the extent that any new series of preferred stock is convertible into
common stock;

* dilution of the equity interest of common stock and other series of preferred stock; and

» limitation on the right of holders of common stock and other series of preferred stock to share in Parallel’s assets
upon liquidation until satisfaction of any liquidation preference attributable to any new series of preferred stock.

The issuance of preferred stock in the future could discourage, delay or prevent a tender offer, proxy contest or
other similar transaction involving a potential change in control of Parallel that might be viewed favorably by
stockholders.

Future sales of our common stock could adversely affect our stock prices.

Substantial sales of our common stock in the public market, or the perception by the market that those sales could occur,
may lower our stock price or make it difficult for us to raise additional equity capital in the future. These potential sales
could include sales of our common stock by our directors and officers, who beneficially owned approximately 7.49%
of the outstanding shares of our common stock as of February 15, 2007.

Our business can be adversely impacted by downward changes in oil

and natural gas prices, and most significantly by declines in oil prices.

Qur reventues, cash flows and profitability are substantially dependent on prevailing oil and natural gas prices, which
are volatile. Declines in oil and natural gas prices would not only reduce revenue, but could reduce the amount of oil
and natural gas that we can produce economically and, as a result, could have a material adverse effect on our financial
condition, results of operations and reserves. Further, oil and natural gas prices do not necessarily move in tandem.
Because approximately 84% of our estimated future net revenues from our proved reserves at December 31, 2006 are
from oil production, we will be more affected by movements in oil prices.

The price of our common stock may fluctuate which may cause our common stock to trade

at a substantially lower price than the price which you paid for our common stock.

The trading price of our common stock and the price at which we may sell securities in the future is subject to
substantial fluctuations in response to various factors, including any of the following: our ability to successfully
accomplish our business strategy; the trading volume in our stock; changes in governmental regulations; actual
or anticipated variations in our quarterly or annual financial results; our involvement in litigation; general market
conditions; the prices of oil and natural gas; our ability to economically replace our reserves; announcements by us and
our competitors; our liquidity; our ability to raise additional funds; and other events.

If securities analysts downgrade our stock or cease coverage of us, the price of our stock could decline.

The trading market for our common stock relies in part on the research and reports that industry or financial analysts
publish about us or our business. We do not control these analysts. Furthermore, there are many large, well-established,
publicly traded companies active in our industry and market, which may mean that it is less likely that we will receive
widespread analyst coverage. If one or more of the analysts who do cover us downgrade our stock, our stock price
would likely decline rapidly. If one or more of these analysts cease coverage of our company, we could lose visibility
in the market, which in turn could cause our stock price to decline.
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Item 1b. Unresolved Staff Comments
We have not received any written comments from the staff of the Securities and Exchange Commission that remain
unresolved.

Item 2. Properties

General

Our principal properties consist of developed and undeveloped oil and natural gas leases and the reserves associated
with these leases. Generally, developed oil and natural gas leases remain in force so long as production is maintained.
Undeveloped oil and natural gas leaseholds are generally for a primary term of five or ten years. In most cases, we can
extend the term of our undeveloped leases by paying delay rentals or by producing reserves that we discover under
our leases.

Producing Wells and Acreage

We have presented the table below to provide you with a summary of the producing oil and natural gas wells and the
developed and undeveloped acreage in which we owned an interest at December 31, 2006. We have not included in the table
acreage in which our interest is limited to options to acquire leasehold interests, royalty or similar interests.

Producing Wells® Acreage
oine Gas Developed Undeveloped
Gross Net® Gross Net® Gross Net® Gross Net®
Texas
Barnett Shale — — 21 6.69 1,150 363 18,037 4,765
Carm-Ann/Means 90 74.85 — — 5,560 4,343 235 235
Cook Mountain — — 14 1.39 1,044 238 74 33
Cotton Valley — — 1 0.13 40 5 9,365 968
Diamond M 97 64.03 — — 5,805 3,809
Fullerton 151 127.86 — — 3,683 3,155 — —
Harris 65 54.72 — — 1,179 1,044 2,586 2,484
Other Permian 243 3494 27 11.74 23,079 15,469 280 280
Ganado Lake WI 8§ 4.80 5 3.00 12,732 5,958 — --
Yegua/Frio/Wilcox 4 1.03 42 11.16 5,616 2,113 2,632 934
Total 658 362.23 110 4.1 39,888 36,997 33,209 9,699
Colorado —_ —_ —_ — — — 14,080 14,080
New Mexico —_ —_ 52 14.08 20,800 5914 109,523 56,745
Utah —_ —_ —_ — — — 145,813 138,243
Total 658 362.23 162 48.19 80,688 42911 302,625 218,767

{1) Does not include 383 gross (162.43 net) wells that were shut in or temporarily abandoned as of December 31, 2006.
{2) Does not include 222 gross {120.61 net) injection wells as of December 31, 2006.

{3) Net wells are computed by multiplying the number of gross wells by our working interest in the gross wells.

{4) Net acres are computed by multiplying the number of gross acres by our working interest in the gross acres.

At December 31, 2006, we owned interests in 489 gross (376.42 net) oil and natural gas wells for which we were the
operator and 936 gross (317.03 net) oil and natural gas wells where we were not the operator. Included in these wells are
383 (162.43 net} gross wells which are shut in or temporarily abandoned and 222 gross (120.61 net) injection wells.

The operator of a well has significant control over its location and the timing of its drilling. In addition, the operator
receives fees from other working interest owners as reimbursement for general and administrative expenses for
operating the wells.

Except for our oil and natural gas leases and related and seismic data, we do not own any patents, licenses, franchises
or concessions which are significant to our oil and natural gas operations.
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Title to Properties

As is customary in the oil and natural gas industry, we make only a cursory review of title to undeveloped oil and
natural gas leases at the time they are acquired. These cursory title reviews, while consistent with industry practices,
are necessarily incomplete. We believe that it is not economically feasible to review in depth every individual property
we acquire, especially in the case of producing property acquisitions covering a large number of leases. Ordinarily,
when we acquire producing properties, we focus our review efforts on properties believed to have higher values and
will sample the remainder. However, even an in-depth review of all properties and records may not necessarily reveal
existing or potential defects nor will it permit a buyer to become sufficiently familiar with the properties to assess
fully their deficiencies and capabilities. In the case of producing property acquisitions, inspections may not always
be performed on every well, and environmental problems, such as ground water contamination, are not necessarily
observable even when an inspection is undertaken. In the case of undeveloped leases or prospects we acquire, before
any drilling commences, we will usually cause a more thorough title search to be conducted, and any material defects
in title that are found as a result of the title search are generally remedied before drilling a well on the lease commences.
We believe that we have good title to our oil and natural gas properties, some of which are subject to immaterial
encumbrances, easements and restrictions. The oil and natural gas properties we own are also typically subject to
royalty and other similar non-cost bearing interests customary in the industry. We do not believe that any of these
encurmnbrances or burdens will materially affect our ownership or the use of our properties.

0il and Natural Gas Reserves
For the year ended December 31, 2006, our oil and natural gas reserves were estimated by Cawley Gillespie &
Associates, Inc., Fort Worth, Texas.

At December 31, 2006, our total estimated proved reserves were approximately 28.7 MMBbls of oil and approximately
58.9 Bcf of natural gas, or 38.5 MMBoe.

The information in the following table provides you with certain information regarding our proved reserves as
estimated by Cawley Gillespie & Associates, Inc. at December 31, 2006.

Proved Proved
Developed Developed Proved Total
{in thousands) Producing Non-Producing Undeveloped Proved
Gil (MBbls) 14,118 814 13,789 28,721
Gas (MMcf) 25,380 3,361 30,155 58,896
MBOE 18,348 1,374 18,815 38,537

Estimates of our proved reserves and future net revenues are made using sales prices and costs, estimated to be in
effect as of the date of our reserve estimates, that are held constant throughout the life of the properties, except to the
extent a contract specifically provides for escalation of prices or costs. The average prices utilized in the estimation of
our reserve calculations as of December 31, 2006 were $54.67 per Bbl of oil and $5.00 per Mcf of natural gas.

For additional information concerning our estimated proved oil and natural gas reserves, you should read Note 16 to
the Consolidated Financial Statements.

The reserve data in this Annual Report on Form 10-K represent estimates only. Reservoir engineering is a subjective
process. There are numerous uncertainties inherent in estimating our oil and natural gas reserves and their estimated
values. Many factors are beyond our control. Estimating underground accumulations of oil and natural gas cannot
be measured in an exact manner. The accuracy of any reserve estimate is a function of the quality of available data,
engineering and geological interpretation and judgment and the costs we actually incur in the development of our
reserves. As a result, estimates of different engineers often vary. In addition, estimates of reserves are subject to revision
by the results of drilling, testing and production after the date of the estimates. Consequently, reserve estimates are
often different from the quantities of oil and natural gas that are ultimately recovered. The meaningfulness of estimates
is highly dependent upon the accuracy of the assumptions upon which they were based.
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The volume of production from oil and natural gas properties declines as reserves are produced and depleted. Unless
we acquire properties containing proved reserves or conduct successful drilling activities, our proved reserves will
decline as we produce our existing reserves. Qur future oil and natural gas production is highly dependent upon our
level of success in acquiring or finding additional reserves.

We do not have any oil or natural gas reserves outside the United States. Our oil and natural gas reserves and
production are not subject to any long term supply or similar agreements with foreign governments or authorities.

Our estimated reserves have not been filed with or included in reports to any federal agency other than the Securities
and Exchange Commission.

ltem 3. Legal Proceedings

On December 30, 2005, we were named as a defendant in a lawsuit filed in the 352nd Judicial District Court of Tarrant
County, Texas, Cause No. 352-215616-05, AFE Oil and Gas, L.L.C. (aka AFE Oil and Gas, LLC) v. Premium Resources II,
L.P., Premium Resources, Inc., Danay Covert, Nick Morris, William D. Middleton, Dale Resources, L.L.C., and Parallel
Petroleum, Inc.

In this suit, the plaintiff alleges breach of fiduciary duty, fraud and conspiracy to defraud, breach of contract,
constructive trust, suit to remove cloud from title, declaratory judgment, alter ego, tortious interference with contract
and statutory fraud and seeks recovery of an unspecified amount of actual damages, special damages, consequential
damages, exemplary damages, attorneys’ fees, pre-judgment and post-judgment interest and costs. Generally, the
plaintiff alleges that it owns a 5.5% overriding royalty interest in certain oil and natural gas properties including
the “Square Top LP” and the “West Fork LP” leases located in Tarrant County, Texas. The plaintiff alleges that the
defendants {(other than Dale Resources and Parallel) wrongfully and intentionally allowed these original oil and
natural gas leases to terminate, causing the termination of plaintiff’'s overriding royalty interest in each lease. The
plaintiff further alleges that the defendants (other than Dale Resources and Parallel) failed to drill wells necessary to
maintain the original leases in force and that after the original leases were allowed to terminate, the defendants (other
than Dale Resources and Parallel) then acquired new oil and natural gas leases covering these same oil and natural
gas properties, which were subsequently assigned to Dale Resources. Thereafter, Dale Resources allegedly assigned a
portion of these new leases to Parallel.

In addition to seeking unspecified monetary damages, the plaintiff also seeks to impose a constructive trust for its
benefit on the new oil and natural gas leases and seeks a judicial declaration that either (1) the plaintiff is the owner of
an overriding royalty interest in the new leases or that (2) the original leases and plaintiff’s interest in the original leases
are still in effect. The plaintiff also claims that the new leases constitute a cloud on plaintiff's title and seeks to have
that cloud removed. Based on our present understanding of this case, we believe that we have substantial defenses to
the plaintiff’s claims and intend to vigorously assert these defenses. However, if the plaintiff is awarded an interest in
the new leases, we could potentially become liable for the payment to plaintiff of the portion of production proceeds
attributable to plaintiff’s interest received by us. On the other hand, if the plaintiff prevails on its claim that the original
leases are still in effect, our interest in the new leases could become subject to forfeiture. Based on the information
known to date, we have not established a reserve for this matter.

We are not aware of any other threatened material litigation and we have not been a party to any bankruptcy,
receivership, reorganization, adjustment or similar proceeding.

Item 4. Submission of Matters to a Vote of Security Holders

We did not submit any matter to a vote of our stockholders during the fourth quarter of 2006.
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PART II

ltem 5. Market for Registrant’s Common Equity, Related Stockholders Matters and Issuer
Purchases of Equity Securities

Market Information
Our common stock trades on the Nasdaq Global Market under the symbol “PLLL”. The following table shows, for the

periods indicated, the high and low closing price per share for our common stock as reported on the Nasdaq Global
Market.

Price Per Share

High Low
2004
First Quarter $ 467 $ 3.60
Second Quarter $ 535 $ 383
Third Quarter $ 568 % 438
Fourth Quarter $ 5.60 $ 4.83
2005
First Quarter $ 7.60 $ 50
Second Quarter $ .00 $ 6.26
Third Quarter $14.15 $ 829
Fourth Quarter $18.52 $11.41
2006
First Quarter $21.13 $15.67
Second Quarter $25.56 $18.47
Third Quarter $26.39 $18.90
Fourth Quarter $20.96 $16.34

The closing price of our common stock on February 1, 2007 was $19.53 per share, as reported on the Nasdaq Global Market.

As of February 1, 2007, there were approximately 2,446 stockholders of record. This number does not include any
beneficial owners for whom shares of common stock may be held in “nominee” or “street” name.

Dividends

We have not paid, and do not intend to pay in the foreseeable future, cash dividends on our common stock. The revolving
credit facility and second lien term loan facility we have with our lenders prohibit the payment of dividends on our
common stock. See “Risks Related to Our Business — We do not pay dividends on our common stock” on page 23.
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Sale of Unregistered Securities

At our annual meeting of stockholders held on June 22, 2004, the stockholders approved the Parallel Petroleum
Corporation 2004 Non-Employee Director Stock Grant Plan. You can find a description of this plan on page 70.
Historically, Director’s fees had been paid solely in cash. However, upon approval of the plan by the stockholders, we
began paying an annual retainer fee to each non-employee Director in the form of common stock. Only Directors of
Parallel who are not employees of Parallel or any of its subsidiaries are eligible to participate in the plan. Under the
plan, each non-employee Director is entitled to receive an annual retainer fee consisting of shares of commeon stock that
are automatically granted on the first day of July in each year, beginning on July 1, 2004. The actual number of shares
received is determined by dividing $25,000 by the average daily closing price of the common stock on the Nasdaq
Global Market for the ten consecutive trading days commencing fifteen trading days before the first day of July of each
year. On July 1, 2006, and in accordance with the terms of the plan, a total of 4,696 shares of common stock were granted
to four non-employee Directors as follows: Jeffrey G. Shrader — 1,174 shares; Dewayne Chitwood ~ 1,174 shares; Martin
B. Oring — 1,174 shares; and Ray M. Poage — 1,174 shares. The shares of common stock were issued without registration
under the Securities Act of 1933, as amended, in reliance on the exemption provided by Section 4(2) of the Securities Act
of 1933, as amended. Generally, shares issued under this plan are not transferable as long as the non-employee Director
holding the shares remains a Director of Parallel.

As further described under Item 13, Certain Relationships and Related Transactions, and Director Independence,
on page 78 of this Annual Report on Form 10-K, Wealth Preservation, LLC, a financial consulting firm owned and
managed by Martin B. Oring, a Director, exercised a warrant to purchase shares of our common stock on October 25,
2006. Utilizing a net exercise feature, Wealth Preservation LLC received 82,019 shares of common stock. No cash
proceeds were received by us. The common stock was issued in reliance upon the exemptions from registration
contained in Section 3(a}9) and Section 4(2) of the Securities Act of 1933, as amended.

Repurchase of Equity Securities
Neither we nor any “affiliated purchaser” repurchased any of our equity securities during the fourth quarter of the
fiscal year ended December 31, 2006.
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item 6. Selected Financial Data

In the table below, we provide you with selected historical financial data. We have prepared this information using
our audited Consolidated Financial Statements for the five-year period ended December 31, 2006. It is important that
you read this data along with our audited Consolidated Financial Statements and related notes, and “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” under Item 7 below. The selected financial
data provided are not necessarily indicative of our future results of operations or financial performance.

Year ended December 31, ($ in thousands, except per share and per unit data) 2006 2005 2004 2003 2002
Consolidated Income Statements Data:
Operating revenues $ 97,025 $ 66,150 $ 35837 $ 33,855 $ 12,106
Operating expenses $ 56,606 $ 32,805 $ 23571 $ 21,138 $ 11,250
Income (loss) before cumulative effect ‘
of change in accounting principle $ 26155 $ 1,589 § 2271 3 7664 % 18,701
Net income (loss) $ 26,155 $ (1,589 $ 2,271 $ 7,602 $ 18,701
Cumulative preferred stock dividend $ — $ 27D $ (572) $ (580} $ (h85)
Net income (loss) available to common stockholders $ 26,155 $ (1,860) $ 1,699 $ 7,022 %5 18,116
Income (loss) per common share before cumulative
effect of change in accounting principle
Basic $ 0.73 $ (006 $ 007 $ 033 $ 088
Diluted $ 0.71 5 00e $ 007 $ 031 $ 079
Weighted average common stock and common stock
equivalents outstanding
Basic 35,888 32,253 25,323 21,264 20,680
Diluted 36,756 32,253 25,688 24,175 23,549
Cash dividends — common stock $ — $ - $ — $ — $ -—
Consolidated Balance Sheel Data:
Total assets $ 442,818 $ 253,008 $170,671 $ 118,343 $102,351
Total liabilities $ 259,036 £ 163,506 $ 110,677 $ 57111 $ 56,852
Long-term debt, less current maturities $ 165,000 $ 100,000 $ 79,000 $ 39,750 $ 45,604
Total stockholders’ equity $ 183,782 S 89,502 $ 59,994 $ 61,232 $ 45,499
Consolidated Statement of Cash Flow Data:
Cash provided by (used in)
Operating activities $ 74,186 $ 37,118 $ 18,156 $ 19,493 $ 1,528
Investing activities $(200,548)  $(84,949)  $(89,518) $ (15494  $ (30,277)
Financing activities $ 125,854 $ 49,468 $ 38,765 $ 1,567 $ 37,210
Operating Data:
Product Sales
Qil (Bbls) 1,137 923 729 629 131
Gas (Mcf) 6,539 3,592 2,650 3,356 2,670
BOE 2,227 1,522 1,177 1,188 576
Average sales price
(il (per BbD) $ 59.86 % 51.78 $ 39.05 $ 2911 $ 2459
Gas (per Mcf) $ 619 $ 854 5 585 $ 540 $ 333
Proved reserves
Oil (Bbls) 28,721 21,192 18,916 12,084 10,271
Gas (Mcf) 58,896 25,237 16,825 16,271 15,633

(1) Results include $9.0 million of equity in income of pipeline and gathering systems representing Parallel’s share of net gain on sale of certain

pipeline assets.

(2) Results include a $31.0 million gain atiributable to equity in income of First Permian, L.
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Iltem 7. Management’s Discussion and Analysis of Financial Condition
and Results of Operations

The following discussion is intended to assist you in understanding our financial position and results of operations for
each year in the three-year period ended December 31, 2006. You should read the following discussion and analysis in
conjunction with our audited Consolidated Financial Statements and the related notes.

The following discussion contains forward-looking statements. For a description of limitations inherent in forward-
looking statements, see “Cautionary Statement Regarding Forward-Looking Statements” on page 3.

Overview and Strategy

Qur primary objective is to increase stockholder value by increasing reserves, production, cash flow and earnings. We
have shifted the balance of our investments from properties having high rates of production in early years to properties
expected to produce more consistently over a longer term. We attempt to reduce our financial risks by dedicating a
smaller portion of our capital to high risk projects, while reserving the majority of our available capital for acquisitions,
exploitation and development drilling opportunities. Obtaining positions in long-lived oil and natural gas reserves
are given priority over properties that might provide more cash flow in the early years of production, but which have
shorter reserve lives. We also attempt to further reduce risk by emphasizing acquisition possibilities over high risk
exploration projects.

During the latter part of 2002, we reduced our emphasis on high risk exploration efforts and started focusing on
established geologic trends where we can utilize the engineering, operational, financial and technical expertise of our
entire staff. Although we do participate in exploratory drilling activities, reducing financial, reservoir, drilling and
geological risks and diversifying our property portfolio are important criteria in the execution of our business plan. In
summary, our current business plan:

* focuses on projects having less geologic risk;

* emphasizes acquisition, exploitation, development and enhancement activities;

* includes the utilization of horizontal and fracture stimulation technologies on certain types of reservoirs;

* focuses on acquiring producing properties; and

* expands the scope of operations by diversifying our exploratory and development efforts, both in and outside

of our current areas of operation.

We continue our efforts to maintain low general and administrative expenses relative to the size of our overall operations,
utilize advanced technologies, serve as operator in appropriate circumstances, and reduce operating costs.

The extent to which we are able to implement and follow through with our business plan will be influenced by:

* the prices we receive for the oil and natural gas we produce;
* the results of reprocessing and reinterpreting our 3-D seismic data;

¢ the results of our drilling activities;

the costs of obtaining high quality field services;

our ability to find and consummate acquisition opportunities; and

our ability to negotiate and enter into work to earn arrangements, joint venture or other similar agreements on
terms acceptable to us.

Significant changes in the prices we receive for our oil and natural gas, or the occurrence of unanticipated events
beyond our control may cause us to defer or deviate from our business plan, including the amounts we have budgeted
for our activities.
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Operating Performance
Qur operating performance is influenced by several factors, the most significant of which are the prices we receive for
our oil and natural gas and the quantities of oil and natural gas that we are able to produce. The world price for oil has
overall influence on the prices that we receive for our oil production. The prices received for different grades of oil are
based upon the world price for oil, which is then adjusted based upon the particular grade. Typically, light oil is sold
at a premium, while heavy grades of crude are discounted. Natural gas prices we receive are influenced by:

* seasonal demand;

» weather;

* hurricane conditions in the Gulf of Mexico;

¢ availability of pipeline transportation to end users;

* proximity of our wells to major transportation pipeline infrastructures; and

* world oil prices.
Additional factors influencing our overall operating performance include:

* production expenses;
» overhead requirements; and
* costs of capital.

Our oil and natural gas exploration, development and acquisition activities require substantial and continuing capital
expenditures. Historically, the sources of financing to fund our capital expenditures have included:

cash flow from operations;

sales of our equity securities;

bank borrowings; and

¢ industry joint ventures.

Depletion per BOE in 2006 was $10.88, as compared to $7.61 in 2005 and $ 7.05 in 2004. The increase per BOE in 2006
was a result of increased drilling costs and recent acquisitions of producing properties.

Results of Operations

As described under “Item 1. Business — About Our Strategy and Business”, we changed our business model in 2002. At
the beginning of 2002, our total proved reserves were approximately 3.2 MMBoe with a reserves to production ratio of
approximately 4 to 1. Through the execution of this business model, our reserves at the end of 2006 were approximately
38.5 MMBoe with a reserves to production ratio of approximately 17.3 to 1. As described on page 16 of this Annual
Report on Form 10-K, the failure to replace oil and natural gas reserves may negatively affect our business. We monitor
this risk by comparing the quantity of our oil and natural gas reserves at the end of each year to our production for
that year. This comparison, which is made in the form of a reserves to production ratio, helps us measure our ability
to offset produced volumes with new reserves that will be produced in the future. The reserves to production ratio
is calculated by dividing the total proved reserves at the end of a year by the actual production for the same year.
The annual change in this ratio provides us with an indication of our performance in replenishing annual preduction
volumes. The reserves to production ratio is a statistical indicator that has limitations. The ratio is limited because it can
vary widely based on the extent and timing of new discoveries and property acquisitions. In addition, the ratio does
not take into account the cost or timing of future production of new reserves. For that reason, the ratio does not, and is
not intended to, provide a measurement of value. At the end of 2002, our production was 77% natural gas and 23% oil,
as compared to approximately 49% natural gas and 51% oil at the end of 2006. The production stream changed from
shorter lived gulf coast natural gas to longer lived Permian Basin oil production and has increased our lease operating
expense primarily due to increased utilities and chemicals associated with the operation of oil properties.
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The following table shows selected data and operating income comparisons for each of the three years ended
December 31, 2006.

Years ended December 31, ($ in thousands except per unit data) 2006 2005 2004
Production Volumes
Qil (Bbls} 1,137 923 729
Natural gas (Mcf) 6,539 3,592 2,690
BOE 2,227 1,522 1,177
Sales Price
Oil {per Bb)®™ $ 59.86 $ 51.78 $ 39.05
Natural gas (per Mcf)® $ 6.19 $ 854 $ 585
BOE Price®® $ 48,73 $ 51.57 $ 37.55
BOE Price® $ 43.56 $ 43.46 $ 3045
Operating Revenues
Qil $ 68,076 $47,800 $28,455
Effect of oil hedges (11,512) (12,139) (7,458)
Natural gas 40,461 30,690 15,735
Effect of natural gas hedges — (201) {895)
97,025 66,150 35,837
Operating Expenses
Lease operating expense 16,819 9,947 7.373
Production taxes 5,577 4,102 2,108
General and administrative:
General and administrative 5,885 4,289 3123
Public reporting 3,638 2,423 2,255
Depreciation, depletion and amortization 24,687 12,044 8,712
56,606 32,805 23,571
Operating income $40,419 $33,345 $12,266

(1} Excludes hedge transactions.
(2} Includes hedge transactions.

Critical Accounting Policies and Practices

Full Cost and Impairment of Assets. We account for our oil and natural gas exploration and development activities
using the full cost method of accounting. Under this method, all costs incurred in the acquisition, exploration and
development of oil and natural gas properties are capitalized. Costs of non-producing properties, wells in process of
being drilled and significant development projects are excluded from depletion until such time as the related project
is developed and proved reserves are established or impairment is determined. At the end of each quarter, the net
capitalized costs of our oil and natural gas properties, as adjusted for asset retirement obligations, is limited to the
lower of unamortized cost or a ceiling, based on the present value of estimated future net revenues, net of income tax
effects, discounted at 10%, plus the lower of cost or fair market value of our unproved properties. Estimated future net
revenues are measured at unescalated oil and natural gas prices at the end of each quarter, with effect given to our cash
flow hedge positions. If the net capitalized costs of our oil and natural gas properties exceed the ceiling, we are subject
to a ceiling test write-down to the extent of the excess. A ceiling test write-down is a non-cash charge to earnings. It
reduces earnings and impacts stockholders’ equity in the period of occurrence and may result in lower depreciation,
depletion and amortization expense in future periods.

The risk that we will be required to write down the carrying value of oil and natural gas properties increases when
oil and natural gas prices decline. If commodity prices deteriorate, it is possible that we could incur an impairment in
future periods.

Depletion. Provision for depletion of oil and natural gas properties under the full cost method is calculated using
the unit of production method based upon estimates of proved oil and natural gas reserves with oil and natural gas
production being converted to a common unit of measurement based upon relative energy content. Investments in
unproved properties and major development projects are not amortized until proved reserves associated with the
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projects can be determined or until impairment occurs. Oil and natural gas properties included $50.4 million and $22.3
million for 2006 and 2005, respectively, for unevaluated properties not included in depletion. The cost of any impaired
property is transferred to the balance of oil and natural gas properties subject to depletion.

Proved Reserve Estimates. The discounted present value of our proved oil and natural gas reserves is a major component of
the ceiling calculation, and represents the component that requires the most subjective judgments. Estimates of reserves
are forecasts based on engineering data, projected future rates of production and the timing of future expenditures. The
process of estimating oil and natural gas reserves requires substantial judgment, resulting in imprecise determinations,
particularly for new discoveries. Different reserve engineers may make different estimates of reserve quantities based
on the same data. Our reserve estimates are prepared by independent petroleum engineers.

The passage of time provides more qualitative information regarding estimates of reserves, and revisions are made
to prior estimates to reflect updated information. However, there can be no assurance that more significant revisions
will not be necessary in the future. If future revisions significantly reduce previously estimated reserve quantities, it
could result in a full cost ceiling write-down. At December 31, 2006, our ceiling was in excess of our capitalized costs.
In addition to the impact of the estimates of proved reserves in calculating the ceiling test, estimates of proved reserves
are also a significant component of the calculations of depreciation, depletion and amortization.

While estimates of the quantities of proved reserves require substantial subjective judgment, the associated prices of
oil and natural gas reserves that are included in the discounted present value of the reserves do not require judgment.
Accounting principles generally accepted in the United States require that prices and costs in effect as of the last day
of the period are held constant indefinitely. Accordingly, the resulting value is not indicative of the true fair value of
the reserves. Oil and natural gas prices have historically been cyclical and, on the last day of a quarter, can be either
substantially higher or lower than prices we actually receive in the long-term, which are a barometer for true fair value.

Use of Estimates. The preparation of our Consolidated Financial Statements in accordance with accounting principles
generally accepted in the United States requires management to make estimates and assumptions that affect reported
assets, liabilities, expenses, and some narrative disclosures. Hydrocarbon reserves, future development costs and
certain hydrocarbon production expenses are the most critical estimates used in the preparation of our Consolidated
Financial Statements.

Derivatives. The Financial Accounting Standards Board issued SFAS No. 133, as amended by SFAS No. 138, that requires
all derivative instruments to be recorded on the balance sheet at their respective fair values. We adopted SFAS No. 133
on January 1, 2001.

During the period from January 1, 2003 to June 30, 2004, new derivative contracts were designated as cash flow hedges.
These contracts remained designated as cash flow hedges through their settlement. Accordingly, the effective portion
of the unrealized gains or losses was recorded in other comprehensive loss until the settlement of the contract position
occurred. At settlement of these contracts, the cash value paid was recorded in revenue along with oil and natural
gas sales, or in interest expense along with the interest expense that we incurred under our credit facilities. As of
December 31, 2006, we had no remaining contracts which were designated as hedges.

For periods prior to 2003 and for periods after July 1, 2004, derivative contracts entered into were not designated as
cash flow hedges. Accordingly, the unrealized gain or loss on these derivative contracts was recorded in other income.
At settlement of these contracts, the realized gain or loss remains in other income and is not offset against oil and
natural gas sales or interest expense.

Although we have designated our derivative contracts differently in different periods, the purpose of all of our
derivative contracts is to provide a measure of stability in our oil and natural gas receipts and interest rate payments
and to manage exposure to commodity price and interest rate risk under existing sales contracts.
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Years Ended December 31, 2006 and Qecember 31, 2005

Our oil and natural gas revenues and production product mix are shown in the following table for the years ended
December 31, 2006 and 2005.

Revenues™” Production
2006 2005 2006 2005
Qil (Bbls} 58% 549 51% 61%
Natural gas (Mcf) 42% 46% 49% 35%
Total 100% 100% 100% 100%

(1) Includes the effects of derivative transactions accounted for as hedges.

The following table shows our production volumes, product sale prices and operating revenues for the periods indicated.

Percent
[ncrease Increase
Year Ended December 31, (§ in thousands except per unit data) 2006 2005  (Decrease) (Decrease)
Production Volumes
Oil (Bbls) 1,137 923 214 23%
Natural gas {Mcf) 6,539 3,592 2,947 82%
BOE 2,227 1,522 705 46%
Sales Price
QOil (per Bbl)® $ 59.86 $ 51.78 $ 808 16%
Natural gas (per Mcf)® $ 6.19 $ 854 $ (2.35) (28)%
BOE price®™ § 48.73 $ 51.57 $ (2.84) 6)%
BOE price®? $ 43.56 $ 4346 $ 010 0%
Operating Revenues
Gil $ 68,076 $ 47,800 $20,276 2%
Effect of oil hedges (11,512) {12,139 627 (5)%
Natural gas 40,461 30,690 9,771 32%
Effect of natural gas hedges — (201) 201 (100)%
Total $ 97,025 $66,150 $30,875 47 %

(1) Excludes hedge transactions.
(2) Includes hedge transactions.

Oil revenues, excluding hedges, increased $20.3 million, or 42%, for the year ended 2006, as compared to 2005. Oil
production volumes increased 23%, which was attributable to our 2006 drilling program in the Harris San Andres field
that we acquired in 2005 and early 2006, re-stimulations and additional drilling in the Fullerton San Andres field and
our drilling program in the Carm-Ann/N. Means Queen and Diamond M Canyon Reef. The increase in oil production
increased revenue approximately $12.8 million for 2006. Average realized wellhead crude oil prices increased $8.08 per
Bbl, or 16%, to $59.86 per Bbl for 2006, compared to 2005. The increase in oil price increased revenue approximately
$7.5 million for 2006.

Natural gas revenues, excluding hedges, increased $9.8 million, or 32%, for the year ended 2006, as compared to 2005.
Natural gas production volumes increased 82% as a result of added production from drilling discoveries in our gulf
coast area of south Texas, Fort Worth Basin Barnett Shale wells and initial production from our New Mexico Wolfcamp
wells. The increase in natural gas volumes increased revenue approximately $18.2 million for 2006. Average realized
wellhead natural gas prices decreased 28%, or $2.35 per Mcf, to $6.19 per Mcf. The decrease in natural gas prices had
a negative effect on revenues of approximately $8.4 million for the year ended December 31, 2006.

The negative effect on oil revenues of oil hedges decreased approximately $600,000, or 5%, for 2006, as compared
to 2005, because contracts settied in 2006 had relatively higher strike prices in relation to the related market price at
settlement. On a BOE basis, the negative effects of hedges declined from $8.11 per BOE in 2005 compared to $5.17 per
BOE in 2006.
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Costs and Expenses

Percent
Increase Increase

Year Ended December 31, ($ in thousands) 2006 2005 {Decrease}  (Decrease)
Lease operating expense $16,819 $ 9947 $ 6872 69%
Production taxes 5,577 4,102 1,475 36%

General and administrative:

Ceneral and administrative 5,885 4,289 1,59 37 %
Public reporting 3,638 2,423 1,215 50%
Total general and administrative 9,523 6,712 2811 42%
Depreciation, depletion and amortization 24,687 12,044 12,643 105%
Total $ 56,606 $ 32,805 $ 23,801 73%

Lease operating expense increased 69%, or $6.9 million, compared to 2005. Fifty-three percent {53%) of cur 2006
production was from our long-life oil assets located in our west Texas Fullerton, Carm-Ann, Diamond M and Harris
properties. Our increase in lease operating expenses is due to mechanical, ad valorem and utility costs which increased
our related lifting costs to $7.55 per BOE in 2006, as compared to $6.54 per BOE in 2005. We experienced a 15% increase
in our per BOE lifting costs primarily due to higher lifting costs associated with non-operated wells and newly acquired
operated wells for the year ended December 31, 2006. The lifting costs per BOE are expected to be reduced by further
development of our natural gas properties.

Production taxes increased 36%, or $1.5, million in 2006, which was associated with an increase in revenues of $30.0
million. Production taxes in future periods will continue to be a function of product mix, preduction volumes and
product prices.

Total general and administrative expenses increased 42%, or $2.8 million, in 2006 over 2005. During the second quarter of
2006, we determined that stock options to purchase 30,000 shares of common stock had been granted in 2003 to four of
our employees under our 1998 Stock Option Plan, but which were not available for issuance under the plan. In June 2006,
the Board of Directors authorized us to enter into settlement and release agreements with the four employees. Under
these agreements, we made a one-time lump sum cash payment to each employee in an amount equal to the “spread”
between the exercise price of the options and the closing price of our stock on June 21, 2006. The total cash payments were
approximately $511,000. This amount was charged to general and administrative expense during the second quarter of
2006. General and administrative expenses capitalized to the full cost pool were $1.7 million for 2006, compared to §1.3
million for 2005. On a BOE basis, general and administrative costs were $2.64 per BOE in 2006 compared to $2.82 per BOE
in 2005, while public reporting costs were $1.63 per BOE and $1.59 per BOE for the same period.

Included in our total general and administrative expenses are public reporting costs which increased 50%, or $1.2
million. Increased public reporting costs included, but were not limited to, increases in road show expenses, corporate
counseling and oil and natural gas reserve analysis. In addition, we incurred additional public reporting costs
associated with the stock options granted to our board of directors in Jate 2005.

Depreciation and depletion expense increased 105% or $12.6 million for 2006 compared to 2005. Depletion per BOE was
$10.88 for 2006 and $7.61 for 2005. This increase is attributable to increased drilling costs, recent producing property
purchases and reserve revisions as a result of decreased natural gas prices. We anticipate fiscal year 2007 depletion
costs will increase with increased production volumes.
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Other Income (Expense)

Percent
Increase Increase
Year Ended December 31, {$ in thousands) 2006 2005 (Decrease}  (Decrease)
Gain (loss) on derivatives not classified as hedges $ 2,802 $ (31,669} $34,471 109 %
Gain (loss) on ineffective portion of hedges 626 (137) 763 557 %
Interest and other income 158 167 (9) (5)%
Interest expense (12,360} {4,780) (7,580) 159%
Other expense {189) (102) (87) 85%
Equity in income (loss} of pipelines and gathering system ventures 8,593 89) 8,682 9,755%
Total $ (370) $ (36,610) $36,240 99 %

We recorded a gain of $2.8 million in 2006 for derivatives not classified as hedges in 2006, as compared to a loss of
$31.7 million for 2005. Future gains or losses on derivatives not classified as hedges will be impacted by the volatility
of commodity prices and interest rates, as well as by the terms of any new derivative contracts.

The ineffective portion of our hedges was a gain of approximately $626,000 in 2006, as compared to a loss of approximately
$137,000 in 2005. As of December 31, 2006, all cash flow hedge contracts as defined by SFAS 133 were settled.

Interest expense increased with the increase in our bank debt from $100.0 million to $165.0 million in 2006, along with
an increase of our average loan interest rate from 7.96% to 8.30% in 2006. Interest expense will increase for 2007 with
increased borrowings for leasehold acquisitions and amounts expended for drilling.

We invested in four pipelines and gathering system joint ventures beginning in 2004. During 2006, the assets of two of
these ventures were sold. As a result, we recognized our share of net gains on sale of $2.0 million in 2006.

We had an income tax expense of $13.9 million in 2006, compared to a $1.7 million income tax benefit in 2005. The
income tax rate for 2007 will be dependent on our earnings and is expected to be approximately 35% of income before
income taxes.

We had basic and diluted net earnings per share of $0.73 and $0.71, respectively, for 2006 and basic and diluted net loss
per share of $0.06 for 2005. Basic weighted average common shares outstanding increased from 32.3 million shares in
2005 to 35.9 million shares in 2006, Diluted weighted average common shares increased from 32.3 million shares in 2005
to 36.8 million shares in 2006. The increase in common shares was primarily due to our public offering of 2.5 million
shares of common stock in August 2006.

Years Ended December 31, 2005 and December 31, 2004
Our oil and natural gas revenues and production product mix are shown in the table below for the years ended
December 31, 2005 and 2004.

Revenues™ Production
2005 2004 2005 2004
Oil (Bbls) 54% 59% 61% 62%
Natural gas (Mcf) 46% 41% 39% 38%
Total 100% 100% 100% 100%

(1) Includes hedge transactions




EJ PARALLEL PETROLEUM 2008 ANNUAL REPORT

The following table sets forth certain information about our operating revenues for the periods indicated.

Percent
Increase Increase
Year Ended December 31, ($ in thousands except per unit data) 2005 2004 (Decrease)  (Decrease)
Production Volumes
(il (Bbls) 923 729 194 27%
Natural gas (Mcf) 3,592 2,690 902 H%
BOE 1522 1177 345 29%
Sales Price
Gil (per Bbl)® $ 51.78 $ 39.05 $ 1273 3%
Natural gas (per Mcf)? $ 854 $ 585 § 269 46%
BOE pricet” $ 5157 $ 3755 $ 14.02 37%
BOE price’? $ 43.46 $ 3045 $ 13.01 43%
Operating Revenues
Qil $ 47,800 $ 28,455 $19,345 68 %
Oil hedges (12,139} {7,458) {4,681) 63)%
Natural gas 30,690 15,735 14,955 95 %
Natural gas hedges (201) (895) 694 78%
Total $ 66,150 $35,837 $30,313 8%

{1) Excludes hedge transactions.
{2) Includes hedge transactions.

Qil revenues, excluding hedges, increased $19.3 million, or 68%, for the year ended 2005, as compared to 2004. Oil
production volumes increased 27%, which was attributable to our 2005 drilling program in the Carm-Ann San Andres
field and N. Mean Queen field that we acquired in 2004 and early 2005, re-stimulations and additional drilling in the
Fullerton San Andres field and our drilling program in the Diamond M Canyon Reef. The increase in oil production
increased revenue approximately $10.0 million for 2005. Average realized wellhead crude oil prices increased $12.73 per
Bbl, or 33%, to $51.78 per Bbl for 2005, as compared to 2004. The increase in oil price increased revenue approximately
$9.3 million for the year ended December 31, 2005.

Natural gas revenues, excluding hedges, increased $15.0 million, or 95%, for the year ended 2005, compared to 2004.
Natural gas production volumes increased 34% due to production from drilling discoveries in our south Texas Wilcox
wells and initial production from our Fort Worth Basin Barnett Shale wells. The increase in natural gas volumes
increased revenue approximately $7.7 million for 2005. Average realized wellhead natural gas prices increased 46%, or
$2.69 per Mcf, to $8.54 per Mcf. The increase in natural gas prices had a positive effect on revenues of approximately
$7.3 million for the year ended December 31, 2005.

The negative effect on oil revenues of oil hedges increased $4.7 million, or 63%, for 2005, as compared to 2004 as a result
of increased oil prices. The negative effect on natural gas revenues of natural gas hedge losses was $201,000 in 2005,
as compared to $895,000 in 2004. Although natural gas prices increased 46% in 2005, we had less natural gas volumes
hedged for 2005. On a BOE basis, hedges accounted for a reduction in revenue of $8.11 per BOE in 2005, as compared
to $7.10 per BOE in 2004.

Costs and Expenses

Percent
Increase Increase

Year Ended December 31, ($ in thousands) 2005 2004 (Decrease}  (Decrease)
Lease operating expense $ 9,947 $ 7373 $2,574 3B%
Production taxes 4,102 2,108 1,994 95%

General and administrative:

General and administrative 4,289 3,123 1,166 7%
Public reporting 2,423 2,255 168 7%
Total general and administrative 6,712 5,378 1,334 25%
Depreciation, depletion and amortization 12,044 8,712 3,332 38%

Total $32,805 $23,571 $9,234 39%
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Lease operating expense increased 35%, or $2.6 million, compared to 2004. Sixty-one percent (61%) of our 2005
production was attributable to our long-life oil assets: the Fullerton, Carm-Ann, Harris and Diamond M properties,
The increase in lease operating expenses was due to mechanical, ad valorem and utility costs. Related lifting costs were
$6.54 per BOE in 2005, compared to $6.26 per BOE in 2004. We experienced a 4% increase in our per BOE lifting costs
primarily due to higher lifting costs associated with operating new wells and newly acquired wells for the year ended
December 31, 2005.

Production taxes increased 95%, or $2.0 million, in 2005, which was associated with a net wellhead increase in revenues
of $34.3 million. Production taxes are a function of product mix, production volumes and product prices.

Total general and administrative expenses increased 25%, or $1.3 million, in 2005, as compared to 2004. General and
administrative expenses increased with our aggressive drilling program in 2005 through employee additions, bonus
payments, benefits, and public reporting costs. General and administrative expenses capitalized to the full cost pool
were $1.3 million for 2005, compared to $1.1 millien for 2004. On a BOE basis, general and administrative costs were
$2.82 per BOE in 2005, compared to $2.65 per BOE in 2004, while public reporting costs were $1.59 per BOE and $1.92
per BOE for the same period. As anticipated, general and administrative expenses increased in 2006 in association with
reporting requirements and operational support of current and new acquisitions.

Depreciation and depletion expense increased 38%, or $3.3 million, for 2003, as compared to 2004. Depletion per BOE
was $7.61 for 2005 and $7.05 for 2004. This increase is attributable to property purchases and increased drilling costs.
Depreciation expense increased with the cost of a new accounting and production system installed in 2004. Depletion
costs are highly correlated with production volumes and capital expenditures.

Other Income (Expense)

Percent

Increase Increase
Year Ended December 31, ($ in thousands) 2005 2004 {Decrease})  {Decrease)
Gain (loss) on derivatives not classified as hedges $(31,669) $(5,726) $(25,943) (453)%
Gain (loss) on ineffective portion of hedges {137) {240) 103 43%
Interest and other income 167 189 {22) (12)%
Interest expense (4,780) 2,732) (2,048) 5%
Other expense (191) {324) 133 (41)%
Total $(36,610) $(8,833) $(27,777) 314 %

Beginning in the third quarter of 2004, none of the derivative contracts that we entered into were designated as cash
flow hedges as defined by SFAS 133. None of the derivative contracts that were entered into in 2004 settled in 2004.

We recorded a loss of $31.7 million in 2005 on derivatives not classified as hedges, as compared to a loss of $5.7 million
for 2004. The increase was partly attributable to a change in how we designated our derivative contracts. Prior to
2004, we designated our derivative contracts as cash flow hedges. Beginning in July 2004, we ceased designating our
derivative contracts as cash flow hedges. As a result, changes in the fair value of these contracts were recorded in this
account. The loss also increased because of large increases in commodity prices for oil contracts. Future gains or losses
on derivatives not classified as hedges are impacted by the volatility of commeodity prices and interest rates, as well as
by the terms of any new derivative contracts.

The loss associated with the ineffective portion of our hedges decreased $103,000, or 43%, for 2005, compared to
2004. Commodity prices increased in 2005, resulting in the ineffective portion being recorded in other expense.
The ineffective hedge gain or loss fluctuates until settlement of our contracts. As of December 31, 2005, we had one
remaining commodity contract and one remaining interest rate swap contract designated as cash flow hedges as
defined by SFAS 133.

Interest expense increased with the associated increase in our bank debt from $79.0 million to $100.0 miilion in 2005,
along with an increase in our average loan interest rate from 7.01% to 7.96% later in 2005. Other expenses decreased
in 2005 associated with legal, accounting and related costs for an aberted high yield debt offering in 2004. Interest
expense increased in 2006 as a result of increased borrowings for our property acquisitions, interest rate increases and
for funding our increased drilling budget.
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We had an income tax benefit of $1.7 million in 2005, compared to a $1.2 million expense in 2004, The income tax rate
for 2006 is dependent on our earnings and is expected to be approximately 35% of income before income taxes.

We had a basic and diluted net loss per share of $.06 for 2005 and basic and diluted net earnings per share of $.07 for
2004. Basic weighted average common shares outstanding increased from 25.3 million shares in 2004 to 32.3 million
shares in 2005. Diluted weighted average common shares increased from 25.7 million shares in 2004 to 32.3 million
shares in 2005. The increase in common shares resulted from our common stock offering of 5.75 million shares in
February, 2005, and the conversion of our preferred stock, in June, 2005, into 2.7 million shares of common stock.

Capital Resources and Liquidity

Our capital resources consist primarily of cash flows from our oil and natural gas properties, bank borrowings
supported by our oil and natural gas reserves and equity offerings. Our level of earnings and cash flows depends on
many factors, including the prices we receive for oil and natural gas we produce.

Working capital decreased approximately $9.1 million as of December 31, 2006 compared with December 31, 2005.
Current liabilities exceeded current assets by $8.7 at December 31, 2006. The working capital decrease was due to
increased obligations associated with our accelerated drilling program in 2006.

The following table summarizes our cash flows from operating, investing and financing activities:

Year ended December 31, ($ in thousands) 2006 2005 2004
Operating activities $ 74,186 $ 37,118 % 18,156
Investing activities $(200,548) $1(84,949) $1(69,518)
Financing activities $ 125,854 $ 49,468 $ 38,765

Cash provided from operating activities in 2006 increased $37.1 million over 2005 largely due to increased net income
from an increase in our production and a $9.0 million earnings distribution from equity method investments that
resulted from our sale of the pipeline assets.

Cash used in investing activities increased in 2006 compared to 2005, primarily as a result of our accelerated drilling
activities in 2006.

Cash provided by financing activities increased due to additional bank borrowings to fund our acquisitions and
increased drilling activities. Proceeds from our 2006 equity offering were utilized for general corporate purposes,
including debt repayment and the acceleration of our drilling and completion operations in certain core areas.

Historically, we have funded our operations, capital requirements and interest expense requirements with cash flows
from our oil and natural gas properties, bank borrowings and proceeds from sales of our equity securities. Although
we expect these same capital resources to support our future activities, we continually review and consider alternative
methods of financing.

Credit Facilities

We have two separate credit facilities. Our Third Amended and Restated Credit Agreement or, the “Revolving Credit
Agreement” with a group of bank lenders provides us with a revolving line of credit having a “borrowing base”
limitation of $167.0 million at December 31, 2006. The total amount that we can borrow and have outstanding at any
one time is limited to the lesser of $350.0 million or the borrowing base established by the lenders. At December 31,
2006, the principal amount outstanding under our revolving credit facility was $115.0 million, excluding $445,000
reserved for our letters of credit. Our second credit facility is a five year term loan facility provided to us under a
Second Lien Term Loan Agreement or, the “Second Lien Agreement”, with a group of banks and other lenders. At
December 31, 2006, our term loan under this facility was fully funded in the principal amount of $50.0 million, which
was outstanding on that same date.
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Revolving Credit Facility

The Revolving Credit Agreement allows us to borrow, repay and reborrow amounts available under the revolving
credit facility. The amount of the borrowing base is based primarily upon the estimated value of our oil and natural gas
reserves. The borrowing base amount is redetermined by the lenders semi-annually on or about April 1 and October 1
of each year or at other times required by the lenders or at our request. If, as a result of the lenders’ redetermination
of the borrowing base, the outstanding principal amount of our loans exceeds the borrowing base, we must either
provide additional collateral to the lenders or repay the outstanding principal of our loans in an amount equal to the
excess. Except for the principal payments that may be required because of our outstanding loans being in excess of the
borrowing base, interest only is payable monthly.

Loans made to us under this revolving credit facility bear interest at the base rate of Citibank, N.A. or the “LIBOR” rate,
at our election. Generally, Citibank’s base rate is equal to its “prime rate” as announced from time to time by Citibank.

The LIBOR rate is generally equal to the sum of (a) the rate designated as “British Bankers Association Interest
Settlement Rates” and offered in one, two, three, six or twelve month interest periods for deposits of $1.0 million,
and (b) a margin ranging from 2.00% to 2.50%, depending upon the outstanding principal amount of our loans. If
the principal amount outstanding is equal to or greater than 75% of the borrowing base, the margin is 2.50%. If the
principal amount outstanding is equal to or greater than 50%, but less than 75% of the borrowing base, the margin is
2.25%. If the principal amount outstanding is less than 50% of the borrowing base, the margin is 2.00%.

The interest rate we are required to pay on our borrowings, including the applicable margin, may never be less than
5.00%. At December 31, 2006, our weighted average base rate and LIBOR rate, plus the applicable margin, was 7.62%
on $115.0 million, the outstanding principal amount of our revolving loan on that same date.

In the case of base rate loans, interest is payable on the last day of each month. In the case of LIBOR loans, interest is
payable on the last day of each applicable interest period.

If the total outstanding borrowings under the revolving credit facility are less than the borrowing base, we are required
to pay an unused commitment fee to the lenders in an amount equal to .25% of the daily average of the unadvanced
portion of the borrowing base. The fee is payable quarterly.

If the borrowing base is increased, we are also required to pay a fee of .375% on the amount of any such increase.

All outstanding principal and accrued and unpaid interest under the revolving credit facility is due and payable on
October 31, 2010. The maturity date of our outstanding loans may be accelerated by the lenders upon the occurrence
of an event of default under the Revolving Credit Agreement.

The Revolving Credit Agreement contains various restrictive covenants, including (i) maintenance of a minimum
current ratio, (ii) maintenance of a maximum ratio of funded indebtedness to earnings before interest, income taxes,
depreciation, depletion and amortization, (iii) maintenance of a minimum net worth, (iv) prohibition of payment of
dividends and (v} restrictions on incurrence of additional debt. We have pledged substantially all of our producing oil
and natural gas properties to secure the repayment of our indebtedness under the Revolving Credit Agreement.

As of December 31, 2006 we were in compliance with all of the covenants in our Revolving Credit Agreement.

Second Lien Term Loan Facility

We also have a $50.0 million term loan made available to us under our Second Lien Term Loan Agreement or, the
“Second Lien Agreement”. Similar to our Revolving Credit Agreement, loans made to us under this credit facility bear
interest, at our election, at an alternate base rate or a rate designated in the Agreement as the “LIBO” rate. The alternate
base rate is the greater of (a) the prime rate in effect on any day and (b) the “Federal Funds Effective Rate” in effect on
such day plus % of 1%, plus a margin of 3.50% per annum.

The LIBO rate is generally equal to the sum of (a) a rate appearing in the Dow Jones Market Service for the applicable interest
periods offered in one, two, three or six month periods and (b) an applicable margin rate per annum equal to 4.50%.

Our producing oil and natural gas properties are also pledged to secure payment of our indebtedness under this
facility, but the liens granted to the lender under the Second Lien Agreement are second and junior to the rights of the
first lienholders under the Revolving Credit Agreement.




m PARALLEL PETROLEUM 2005 ANNUAL REPORT

At December 31, 2006, our LIBO interest rate, plus the applicable margin, was 9.875% on $50.0 million, the outstanding
principal amount of our term loan on that same date.

In the case of alternate base rate loans, interest is payable the last day of each March, June, September and December.
In the case of LIBO loans, interest is payable on the last day of the interest period applicable to each tranche, but not to
exceed intervals of three months.

The Second Lien Agreement contains various restriction covenants, including (i} maintenance of a maximum ratio of
debt to earnings before interest, income taxes, depreciation, depletion and amortization, (ii) maintenance of a minimum
ratio of oil and natural gas reserve value to debt, (iii) prohibition of payment of dividends, and (iv) restrictions on
incurrence of additional debt. All outstanding principal and accrued and unpaid interest under the Second Lien
Agreement is due and payable on November 15, 2010. The maturity date may be accelerated by the lenders upon the
occurrence of an event of default under the Second Lien Agreement.

As of December 31, 2006 we were in compliance with all of the covenants in our Second Lien Agreement.

Interest accrued for the year ended December 31, 2006, for both of our credit facilities, was approximately $12.5 million.
Of this amount, approximately $637,000 was capitalized.

Preferred Stock
At December 31, 2004 we had 950,000 shares of 6% convertible preferred stock outstanding. The preferred stock:

* required us to pay dividends of $.60 per annum, semi-annually on June 15 and December 15 of each year;

* was convertible into common stock at any time, at the option of the holder, into 2.8751 shares of common stock
at an initial conversion price of $3.50 per share, subject to adjustment in certain events;

* was redeemable at our option, in whole or in part, for $10 per share, plus accrued dividends;
*» had no voting rights, except as required by applicable law;
¢ was senior to the common stock with respect to dividends and on liquidation, dissolution or winding up of Parallel;

¢ had a liquidation value of $10 per share, plus accrued and unpaid dividends.

As of June 6, 2005, all 950,000 outstanding shares of 6% convertible preferred stock had been converted into 2,714,280
shares of common stock.

Commaodity Price Risk Management Transactions and Effects of Derivative Instruments

The purpose of our derivative transactions is to provide a measure of stability in our cash flows. The derivative trade
arrangements we have employed include collars, costless collars, floors or purchased puts, and oil, natural gas and
interest rate swaps. In 2003, we designated our derivative trades as cash flow hedges under the provisions of SFAS 133,
as amended. Although our purpose for entering into derivative trades has remained the same, contracts entered into
after June 30, 2004 have not been designated as cash flow hedges.

At December 31, 2006, we had no derivatives in place that were designated as cash flow hedges. All commodity
derivative contracts at December 31, 2006 are accounted for by “mark-to-market” accounting whereby changes in fair
value are charged to earnings. Changes in the fair values of derivatives are recorded in our Consolidated Statements of
Operations as these changes occur in the “Other income (expense), net”. To the extent these trades relate to production
in 2007 and beyond, and oil prices increase, we will report a loss currently, but if there is no further change in prices,
our revenue will be correspondingly higher (than if there had been no price increase) when the production is sold.

All interest rate swaps that we have entered into for 2007 and beyond are accounted for by “mark-to-market”
accounting as prescribed in SFAS 133.

We are exposed to credit risk in the event of nonperformance by the counterparties to our derivative trade instruments.
However, we periodically assess the creditworthiness of the counterparties to mitigate this credit risk.

For additional information about our price risk management transactions, see Item 7A of this Annual Report on
Form 10-K, beginning on page 44.
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Future Capital Requirements
Our capital expenditure budget for 2007 is approximately $155.6 million and is highly dependent on future oil and
natural gas prices and the availability of funding. In addition to the impact that oil and natural gas prices will have on
our budget, these expenditures will also be subject to:

* our internally generated cash flows;

* the availability of additional borrowings under our revolving credit facility;

* the availability of supplies and services;

* additional sources of funding; and

* our future drilling successes.

Contractual Obligations, Commitments and Off-Balance Sheet Arrangements
We have contractual obligations and commitments that may affect our financial condition. The following table is a
summary of our significant contractual obligations:

Obligation Due in Period

After
{$ in thousands) 2007 2008 2009 2010 201 5 years Total
Contractual Cash Obligations
Revolving Credit Facility (secured) % 8,764 $ 8,788 $ 8,764 $122,300 $— $ - $ 148,616
Term Loan Facility (secured) 4937 4,951 4,938 54,315 — — 69,141
Office Lease (Dinero Plaza) 204 210 216 36 — — 666
Andrews and Snyder Field Office 23 14 14 14 14 530 609
Asset Retirement Obligation @ 70 33 89 53 45 4,142 5,063
Derivative Obligations 14,109 13,954 224 208 — — 28,495
Drilling Contract 808 — — — — — 808
Total $29,546 $ 27,950 $14,245 $176,926 $59 $4,672 $253,398

{1) The Snyder office lease expires upon the cessation of production from the Diamond “M” area wells. The Andrews field office lease expires
in December 2007. The lease cost for these two office facilities are billed to nonaffiliated third party working interest owners under our joint
operating agreements with these third parties.

(2) Asset retirement obligations of oil and natural gas assets, excluding salvage value and accretion.

Deferred taxes are not included in the table above. The utilization of net operating loss carryforwards combined with
our plans for development and acquisitions may offset any major cash outflows. However, the ultimate timing of the
settlements cannot be precisely determined.

The amounts above include principal payment obligations under the revolving credit facility and second lien term loan
facility noted in the table above, and interest payments on such indebtedness. See Note 8 to the Consolidated Financial
Statements.

We have no off-balance sheet financing arrangements or any unconsolidated special purpose entities.

Outlook
The oil and natural gas industry is capital intensive. We make, and anticipate that we will continue to make, substantial
capital expenditures in the exploration for, development and acquisition of oil and natural gas reserves. Historically,
our capital expenditures have been financed primarily with:

» internally generated cash from operations;

* proceeds from bank borrowings; and

» proceeds from sales of equity securities.
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The continued availability of these capital sources depends upon a number of variables, including;

* our proved reserves;
* the volumes of oil and natural gas we produce from existing wells;
* the prices at which we sell oil and natural gas; and

* our ability to acquire, locate and produce new reserves.

Each of these variables materially affects our borrowing capacity. We may from time to time seek additional financing
in the form of:

* increased bank borrowings;
¢ sales of our debt and equity securities;
* sales of non-core properties; and

* other forms of financing,.

Except for our existing revolving credit facility, we do not have any agreements for future financing and there can be
no assurance as to the availability or terms of any such financing.

Infiation
Our drilling costs have escalated and we would expect this trend to continue. However, over the past several years our
commodity prices have increased to offset the effects of cost inflation.

Recent Accounting Pronouncements

In July 2006, the FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes—an Interpretation of
FASB Statement No. 109 (“FIN 48”). FIN 48 changes the accounting for uncertainty in income taxes recognized in an
entity’s financial statements in accordance with SFAS No. 109, Accounting for Income Taxes, and prescribes a recognition
threshold and measurement attribute for the financial statement recognition and measurement of a tax position taken
or expected to be taken in a tax return. Additionally, FIN 48 provides guidance on subsequent derecognition of tax
positions, financial statement classification, recognition of interest and penailties, accounting in interim periods, and
disclosure and transition requirements. FIN 48 is effective for the Company’s fiscal year beginning January 1, 2007,
with early adoption permitted. The Company is in the process of evaluating FIN 48 but does not believe that its
implementation will have a material effect on the Company’s financial position or results of operation in any period.

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, Fair Value Measurements
(“FAS 157”). FAS 157 defines fair value as used in numerous accounting pronouncements, establishes a framework for
measuring fair value in accordance with generally accepted accounting principles and expands disclosure requirements
related to the use of fair value measures in financial statements. FAS 157 will be effective for our financial statements
for the fiscal year beginning January 1, 2008; however, earlier application is encouraged. We are currently evaluating
the timing of adoption and the impact that adoption might have on our financial position or results of operations.

Item 7a. Quantitive and Qualitative Disclosure About Market Risk

The following quantitative and qualitative information is provided about market risks and our derivative instruments
at December 31, 2006 from which we may incur future earnings, gains or losses from changes in market interest rates
and oil and natural gas prices.

interest Rate Sensitivity as of December 31, 2006

Our only financial instruments sensitive to changes in interest rates are our bank debt and interest rate swaps. Since
our interest rates are variable and reflect current market conditions, the carrying value of our bank debt approximates
the fair value. The table below shows principal cash flows and related weighted average interest rates by expected
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maturity dates. Weighted average interest rates were determined using weighted average interest paid and accrued in
December 2006. You should read Note 8 to the Consolidated Financial Statements for further discussion of our debt
that is sensitive to interest rates.

($ in thousands) 2006 2007 2008 2009 2010 Total
Variable rate debt $8 — $ — - J— $ — $ 165,000 % 165,000
Revolving Credit Facility (secured)

Average interest rate 7.621% 7.621% 7.621% 7.621% 7.621%
Second Lien Term Loan Facility {(secured)

Average interest rate 9.875% 9.875% 9.875% 9.875% 9.875%

At December 31, 2006, we had outstanding bank loans in the aggregate principal amount of $165.0 million at a weighted
average interest rate of 8.30%. Under our revolving credit facility, we may elect an interest rate based upon the agent
bank’s base lending rate or the LIBOR rate, plus a margin ranging from 2.00% to 2.50% per annum, depending on our
borrowing base usage. The interest rate we are required to pay, including the applicable margin, may never be less than
5.00%. Under our second lien term loan facility, we may elect an interest rate based upon an alternate base rate, or the
LIBO rate, plus a margin of 4.50%.

As of Decernber 31, 2006, we employed fixed interest rate swap contracts with BNP Paribas and Citibank, NA based on
the 90-day LIBOR rates at the time of the contracts. These contracts are accounted for by “mark to market” accounting
as prescribed in SFAS 133. We receive interest based on a 90-day LIBOR rate and pay the fixed rates shown below. We
view these contracts as protection against future interest rate volatility. Below is a table describing the nature of these
interest rate swaps and the fair market value of these contracts as of December 31, 2006.

Estimated

Notional Weighted Average Fair Market Value

Period of Time Amounts Fixed Interest Rates at December 31, 2006
($ in millions} (% in thousands)

January 1, 2007 thru December 31, 2007 $ 100 4.62% $ 611
January 1, 2008 thru December 31, 2008 $ 100 4.86% 12
January 1, 2009 thru December 31, 2009 $ 50 5.06% (86)
January 1, 2010 thru October 31, 2010 $ 50 515% 7
Total Fair Market Value 3&66

Commodity Price Sensitivity as of December 31, 2006

Our major market risk exposure is in the pricing applicable to our oil and natural gas production. Market risk refers to
the risk of loss from adverse changes in oil and natural gas prices. Realized pricing is primarily driven by the prevailing
domestic price for crude oil and spot prices applicable to the region in which we produce natural gas. Historically, prices
received for oil and natural gas production have been volatile and unpredictable. We expect pricing volatility to continue.
Oil prices we received during 2006 ranged from a low of $51.65 per barrel to a high of $73.03 per barrel. Natural gas prices
we received during 2006 ranged from a low of $1.00 per Mcf to a high of $15.11 per Mcf. A significant decline in the prices
of oil or natural gas could have a material adverse effect on our financial condition and results of operations.

We use various derivative instruments to minimize our exposure to the volatility of commodity prices. As of December 31,
2006, we had employed costless collars, collars and swaps in order to protect against this price volatility. Although
all of the contracts that we have entered into are viewed as protection against this price volatility, all contracts are
accounted for by the “mark to market” accounting method as prescribed in SFAS 133.

As of December 31, 2005, we had one commodity swap contract with BNP Paribas that was designated as a cash flow
hedge. This contract covered a total of 265,500 barrels of crude oil production in 2006 at a NYMEX swap price of $23.04
per Bbl. This contract expired on December 20, 2006.
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Below is a description of our active commodity contracts as of December 31, 2006.

Collars. Collars are contracts which combine both a put option, or “floor”, and a call option, or “ceiling”. These contracts
may not involve payment or receipt of cash at inception, depending upon “ceiling” and “floor” strike prices.

A summary of our coilar positions at December 31, 2006 is as follows:

Houston
Nymex Ship Channel WAHA
(il Prices Gas Prices Gas Prices

Barrels _— MMBtu of Fair Market

Period of Time of Gil Floor Cap  Natural Gas Floor Cap Floor Cap Value
($ in thousands)

January 1, 2007 thru December 31, 2007 292,000 $55.63 58488 — $ — 5 — 5 — § — $ 357
April 1, 2007 thru October 31, 2007 —_ $ — 5 — 214,000 56.00 $11.03 $ — $ — 85
April 1, 2007 thru October 31, 2007 — $ — 5 — 642,000 $ — $ - $6.25 $8.90 291
January 1, 2008 thru December 31, 2008 237,900 $ 6038 $81.08 — $ — s — $ — 5 — 1
January 1, 2009 thru December 31, 2009 620,500 $63.53 $80.21 — § — $ - $ — $ — 1,733
January 1, 2010 thru October 31, 2010 486,100 $63.44 $78.26 - 5 - § ~ $ — $ — 1,285
Total Fair Market Value $4,162

Commodity Swaps. Generally, swaps are an agreement to buy or sell a specified commodity for delivery in the future,
but at an agreed fixed price. Swap transactions convert a floating or market price into a fixed price. For any particular
swap transaction, the counterparty is required to make a payment to us if the reference price for any settlement period
is less than the swap or fixed price for the applicable derivative contract, and we are required to make a payment to the
counterparty if the reference price for any settlement period is greater than the swap or fixed price for the applicable
derivative contract.

We have entered into oil swap contracts with BNP Paribas. A recap for the period of time, number of Bbls, and weighted
average swap prices are as follows:

Barrels Nymex Oil Fair Market

Period of Time of Qil Swap Price Value
(§ in thousands)

January 1, 2007 thru December 31, 2007 474,500 $34.36 $(14,109)
January 1, 2008 thru December 31, 2008 439,200 $33.37 (13,826)
Total fair market value $(27,935)

Item 8. Financial Statements and Supplementary Dala
Our Consolidated Financial Statements and supplementary financial data are included in this Annual Report on
Form 10-K beginning on page 84.

Item 9. Changes in and Disagreements with Accountants on Accounting

and Financial Disclosure
None.
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Item 9a. Controls and Procedures

Disclosure Controls and Procedures

We use disclosure controls and procedures to help ensure that information we are required to disclose in reports that
we file with the Securities and Exchange Commission is accumulated and communicated to our management and
recorded, processed, summarized and reported within the time periods specified by the SEC. As of the end of the
period covered by this Annual Report on Form 10-K, the effectiveness of our disclosure controls and procedures (as
defined in Rule 13a-15(e) under the Securities Exchange Act of 1934, as amended) was evaluated by Larry C. Oldham,
our President and Chief Executive Officer (principal executive officer), and Steven D. Foster, our Chief Financial Officer
(principal financial officer). Our Chief Executive Officer and Chief Financial Officer have concluded that, as of the end
of the period covered by this Annual Report on Form 10-K, our disclosure controls and procedures are effective for
their intended purposes.

Management’s Report on Internal Control Over Financial Reporting
Management of Parallel is responsible for establishing and maintaining adequate internal control over financial
reporting as defined in Rule 13a-15(f) under the Securities Exchange Act of 1934, as amended.

Our internal control over financial reporting is a process designed by, or under the supervision of, our principal
executive and financial officers, and effected by our Board of Directors, management and other personnel, to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with accounting principles generally accepted in the United States of America. Our
internal control over financial reporting includes those policies and procedures that:

* pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of our assets;

* provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with accounting principles generally accepted in the United States of America, and that
our receipts and expenditures are being made only in accordance with authorizations of management and our
Board of Directors; and,

* provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or
disposition of our assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Therefore, even those systems determined to be effective can provide only reasonable assurance with respect to
financial statement preparation and presentation. Also, projections of any evaluation of effectiveness to future periods
are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies and procedures may deteriorate.

Management assessed the effectiveness of Parallel’s internal control over financial reporting as of December 31, 2006.
In making this assessment, management used the criteria set forth in Internal Control—Integrated Framework, issued
by the Committee of Sponsoring Organizations (COSO) of the Treadway Commission. As a result of this assessment,
management determined that Parallel’s internal control over financial reporting, as of December 31, 2006, was effective
based on those criteria.

BDO Seidman, LLP, the independent registered public accounting firm who also audited our Consolidated Financial
Statements, has issued an attestation report on management’s assessment of the effectiveness of internal control over
financial reporting as of December 31, 2006, which is set forth on page 48 under “Attestation Report”.

Changes in Internal Controls
During the fourth quarter of fiscal 2006, there were no changes in our internal control over financial reporting that
materially affected, or are reasonably likely to materially affect, our internal control over financial reporting,.
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Attestation Repert
Report of Independent Registered Public Accounting Firm on Internal Control Over Financial Reporting

To the Board of Directors and Stockholders of Parallel Petroleum Corporation

Midland, Texas

We have audited management’s assessment, included in the accompanying Management’s Report on Internal Control
Over Financial Reporting, that Parallel Petroleum Corporation (the “Company”) maintained effective internal control
over financial reporting as of December 31, 2006, based on criteria established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission (the COSO criteria). The
Company’s management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Qur responsibility is to express an opinion
on management’s assessment and an opinion on the effectiveness of the Company’s internal control over financial
reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit included
obtaining an understanding of internal control over financial reporting, evaluating management’s assessment, testing
and evaluating the design and operating effectiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
accounting principles generally accepted in the United States of America. A company’s internal control over financial
reporting includes those policies and procedures that (1} pertain to the maintenance of records that, in reasonable
detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with
accounting principles generally accepted in the United States of America, and that receipts and expenditures of the
company are being made only in accordance with authorizations of management and directors of the company; and (3)
provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that centrols may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management’s assessment that the Company maintained effective internal control over financial
reporting as of December 31, 2006, is fairly stated, in all material respects, based on the COSQ criteria. Also, in our
opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2006, based on the COSO criteria.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated balance sheets of the Company as of December 31, 2006 and 2005, and the related consolidated
statements of operations, comprehensive income (loss), stockholders’ equity, and cash flows for each of the three years
in the period ended December 31, 2006, and our report dated February 27, 2007 expressed an unqualified opinion.

/s/ BDO Seidman, LLP
Houston, Texas
February 27, 2007

[tem 9b. Other Information

None.
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PART Il

Item 10. Directors, Executive Officers and Corporate Governance

Our Directors and executive officers at February 1, 2007 are as follows:

Director
Name Age Since Position with Company
Thomas R. Cambridge™ 71 1985 Chairman of the Board of Directors
Larry C. Oldham®™ 53 1979 Director, President and Chief Executive Officer
Martin B. Oringi*oem 61 200 Director
Ray M. Poage!201! 59 2003 Director
Jeffrey G. ShraderV>01@ 56 2001 Director
Donald E. Tiffin 49 — Chief Operating Officer
Eric A. Bayley 58 — Vice President of Corporate Engineering
John S, Rutherford 46 — Vice President of Land and Administration
Steven D. Foster 51 — Chief Financial Officer

(1) Member of Hedging and Acquisitions Committee

(2) Member of Compensation Committee

(3) Member of Audit Committee

(4) Member of Corporate Governance and Nominating Committee

Thomas R. Cambridge, Chairman of the Board of Directors of Parallel, is an independent petroleum geologist engaged
in the exploration for, development and production of oil and natural gas. From 1970 until 1990, such activities were
carried out primarily through Cambridge & Nail Partnership, a Texas general partnership. Since 1990, such activities
have been carried out through Cambridge Production, Inc., a Texas corporation, and Cambridge Partnership, Ltd., a
Texas limited partnership. Mr. Cambridge has served as a Director of Parallel since February 1985 and as Chairman of
the Board since October 1985; as President during the period from October 1985 to October 1994 and as Chief Executive
Officer from October 1985 to January 2004. He received a Bachelors degree in geology from the University of Nebraska
in 1958 and a Masters of Science degree in 1960.

Mr. Oldham is a founder of Parallel and has served as an officer and Director since its formation in 1979. Mr. Oldham
became President of Parallel in October 1994, and served as Executive Vice President before becoming President.
Effective January 1, 2004, Mr. Oldham replaced Mr. Cambridge as Chief Executive Officer. Mr. Oldham received a
Bachelor of Business Administration degree from West Texas State University in 1975,

Mr. Oring is an owner and managing member of Wealth Preservation, LLC, a financial counseling firm founded
by Mr. Oring in January 2001. From 1998 to December 2000, Mr. Oring was Managing Director Executive Services
of Prudential Securities Incorporated, and from 1996 to 1998, Mr. Oring was Managing Director Capital Markets of
Prudential Securities Incorporated. From 1989 to 1996, Mr. Oring was Manager of Capital Planning for The Chase
Manhattan Corporation. At February 1, 2007, Mr. Oring was Chairman of the Hedging and Acquisitions Committee of
the Board of Directors.

Mr. Poage was a partner in KPMG LLP from 1980 to June 2002 when he retired. Mr. Poage’s responsibilities included
supervising and managing both audit and tax professionals and providing services, primarily in the area of taxation,
to private and publicly held companies engaged in the oil and natural gas industry. At February 1, 2007, Mr. Poage was
Chairman of the Audit Committee of the Board of Directors.

Mr. Shrader has been a shareholder in the law firm of Sprouse Shrader Smith, Amarillo, Texas, since January 1993. He
has also served as a director of Hastings Entertainment, Inc. since 1992. At February 1, 2007, Mr. Shrader was Chairman
of the Compensation Committee and Corporate Governance and Nominating Committee of the Board of Directors.
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Mr. Tiffin served as Vice President of Business Development from June 2002 until January 1, 2004 when he became
Chief Operating Officer. From August 1999 until May 2002, Mr. Tiffin served as General Manager of First Permian, L.P.
and from July 1993 to July 1999, Mr. Tiffin was the Drilling and Production Manager in the Midland, Texas office of Fina
Qil and Chemical Company. Mr. Tiffin graduated from the University of Oklahoma in 1979 with a Bachelor of Science
degree in Petroleum Engineering.

Mr. Bayley has been Vice President of Corporate Engineering since July 2001. From October 1993 until July 2001,
Mr. Bayley was employed by Parallel as Manager of Engineering. From December 1990 to October 1993, Mr. Bayley
was an independent consulting engineer and devoted substantially all of his time to Parailel. Mr. Bayley graduated
from Texas A&M University in 1978 with a Bachelor of Science degree in Petroleum Engineering. He graduated from
the University of Texas of the Permian Basin in 1984 with a Master’s of Business Administration degree.

Mr. Rutherford has been Vice President of Land and Administration of Parallel since July 2001. From October 1993
until July 2001, Mr. Rutherford was employed as Manager of Land/Administration. From May 1991 to October
1993, Mr. Rutherford served as a consultant to Parallel, devoting substantially all of his time to Parallel’s business.
Mr. Rutherford graduated from Oral Roberts University in 1982 with a degree in Education, and in 1986 he graduated
from Baylor University with a Master’s degree in Business Administration.

Mr. Foster has been the Chief Financial Officer of Parallel since June 2002. From November 2000 to May 2002, Mr. Foster
was the Controller and Assistant Secretary of First Permian, L.P. and from September 1997 to November 2000, he
was employed by Pioneer Natural Resources, USA in the capacities of Director of Revenue Accounting and Manager
of Joint Interest Accounting. Mr. Foster graduated from Texas Tech University in 1977 with a Bachelor of Business
Administration degree in Accounting. He is a certified public accountant.

Directors hold office until the annual meeting of stockholders following their election or appointment and until their
respective successors have been dully elected or appointed.

Officers are appointed annually by the Board of Directors to serve at the Board’s discretion and until their respective
successors in office are duly appointed.

There are no family relationships between any of Parallel’s directors or officers.

Consulting Arrangements

As part of our overall business strategy, we continually monitor our general and administrative expenses. Decisions
regarding our general and administrative expenses are made within parameters we believe to be compatible with our
size, the level of our activities and projected future activities. Our goal is to keep general and administrative expenses
at acceptable levels, without impairing the quality of services and organizational structure necessary for conducting
our business. In this regard, we retain outside advisors and consultants from time to time to provide technical and
administrative support services in the operation of our business.

Corporate Governance

Under the Delaware General Corporation Law and Parallel’s bylaws, our business, property and affairs are managed by
or under the direction of the Board of Directors. Members of the Board are kept informed of Parallel’s business through
discussions with the Chairman of the Board, the Chief Executive Officer and other officers, by reviewing materials
provided to them and by participating in meetings of the Board and its committees. We currently have five members of
the Board, including Thomas R. Cambridge, Larry C. Oldham, Martin B. Oring, Ray M. Poage and Jeffrey G. Shrader.
The Board has determined that all of our Directors, other than Mr. Cambridge and Mr. Oldham, are “independent” for
the purposes of NASD Rule 4200(a) (15). The Board based these determinations primarily on responses of the Directors
and executive officers to questions regarding employment and compensation history, affiliations and family and other
relationships and on discussions among the Directors.
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The Board has four standing committees:

¢ the Audit Committee;
* the Corporate Governance and Nominating Committee;
¢ the Compensation Committee; and

¢ the Hedging and Acquisitions Committee.

Dewayne E. Chitwood also served on our Board of Directors from December 2000 until January 2007 when he resigned
from the Board. Mr. Chitwood was also one of our independent Directors and served on the Audit, Compensation and
Corporate Governance and Nominating committees throughout 2006.

Audit Cemmiitee

The Audit Committee of the Board of Directors reviews the results of the annual audit of our Consolidated Financial
Statements and recommendations of the independent auditors with respect to our accounting practices, policies and
procedures. As prescribed by our Audit Committee charter, the Audit Comumittee also assists the Board of Directors
in fulfilling its oversight responsibilities, reviewing our systems of internal accounting and financial controls, and the
independent audit of our Consolidated Financial Statements.

The Audit Committee of the Board of Directors consists of three directors, all of whom have no financial or personal ties
to Paralle] (other than director compensation and equity ownership as described in this Annual Report on Form 10-K)
and meet the Nasdaq standards for independence. The Board of Directors has determined that at least one member of
the Audit Committee, Ray M. Poage, meets the criteria of an “audit committee financial expert” as that term is defined
in Item 401(h) of Regulation $-K, and is independent for purposes of Nasdaq listing standards and Rule 10A-3(b}1)
under the Securities Exchange Act of 1934, as amended. Mr. Poage’s background and experience includes service as a
partner of KPMG LLP where Mr. Poage participated extensively in accounting, auditing and tax matters related to the
oil and natural gas business. The Audit Committee operates under a charter which can be viewed on our Web site at

www.plll.com.
The current members of the Audit Committee are Martin B. Oring, Ray M. Poage (Chairman) and Jeffrey G. Shrader.

Corporate Governance and Nominating Committee

The Board’s Corporate Governance and Nominating Committee operates under a charter outlining the functions
and responsibilities of the committee, including recommending to the full Board of Directors nominees for election
as directors of Parallel, and making recommendations to the Board of Directors from time to time as to matters of
corporate governance. The current members of this committee are Martin B. Oring, Ray M. Poage and Jeffrey G.
Shrader A copy of the charter can be viewed on our Web site at www.plll.com.

The committee will consider candidates for Director suggested by stockholders. Stockholders wishing to suggest a
candidate for Director should write to any one of the members of the committee at his address shown under Item 12
of this Annual Report on Form 10-K. Suggestions should include:

* a statement that the writer is a stockholder and is proposing a candidate for consideration by the committee;

* the name of and contact information for the candidate;

» a statement of the candidate’s age, business and educational experience;

* information sufficient to enable the committee to evaluate the candidate;

* a statement detailing any relationship between the candidate and any joint interest owners, customer, supplier
or competitor of Parallel;

detailed information about any relationship or understanding between the proposing stockholder and the
candidate; and

* a statement that the candidate is willing to be considered and willing to serve as a Director if nominated and elected.
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Compensation Committee

The members of the Compensation Committee during 2006 were Dewayne E. Chitwood, Martin B. Oring, Ray M.
Poage and Jeffrey G. Shrader. Messrs. Oring, Poage and Shrader continue to serve as members of the Compensation
Committee. Mr. Chitwood’s membership on the committee terminated when he resigned from the Board of Directors
in January 2007. Mr. Shrader presently acts as the Chairman of the Compensation Committee. The Compensation
Committee’s responsibilities include reviewing and recommending to the Board the compensation and terms of benefit
arrangements with Parallel’s officers, and making of awards under such arrangements.

Hedging and Acquisitions Committee

The Hedging and Acquisitions Committee presently consists of all five of our Directors, including Messrs. Oring,
Poage, Shrader, Oldham and Cambridge. Mr. Oring presently serves as chairman of this committee. With respect to
derivative contracts, the committee reviews, assists, and advises management on overall risk management strategies
and techniques. The committee strives to implement prudent commodity and interest rate derivative arrangements,
and monitors our compliance with certain covenants in our revolving credit facility. The Hedging and Acquisitions
Committee also reviews with management plans and strategies for pursuing acquisitions.

Code of Ethics

The Board has adopted a code of ethics which applies to all of our directors, officers and employees, including our
chief executive officer, chief financial officer and all other financial officers and executives. You may review the code
of ethics on our Web site at www.plil.com. A copy of our code of ethics has also been filed with the Securities and
Exchange Commission and is incorporated by reference as an exhibit to this Annual Report on Form 10-K. We will
provide without charge to each person, upon written or oral request, a copy of our code of ethics. Requests should be
directed to:

Manager of Investor Relations
Parallel Petroleum Corporation
1004 N. Big Spring, Suite 400
Midland, Texas 79701
Telephone: (432) 684-3727

Stockholder Communications with Directors
Parallel stockholders who want to communicate with any individual Director can write to that Director at his address
shown under Item 12 of this Annual Report on Form 10-K.

Your letter should indicate that you are a Parallel stockholder. Depending on the subject matter, the Director wilk:

* if you request, forward the communication to the other Directors;

* request that management handle the inquiry directly, for example where it is a request for information about the
company or it is a stock-related matter; or

* not forward the communication to the other Directors or management if it is primarily commercial in nature or
if it relates to an improper or irrelevant topic.

Director Attendance at Annual Meetings

We typically schedule a Board meeting in conjunction with our annual meeting of stockholders and expect that our
Directors will attend, absent a valid reason, such as illness or a schedule conflict. Last year, all six of the individuals
then serving as Directors attended our annual meeting of stockholders.

Section 16{a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Securities Exchange Act of 1934 requires Parallel’s Directors and officers to file periodic reports
with the Securities and Exchange Commission. These reports show the Directors’ and officers’ ownership and the
changes in ownership, of Parallel’s common stock and other equity securities. To our knowledge, all Section 16(a} filing
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requirements were complied with during 2006, except that Eric A. Bayley, Vice President of Corporate Engineering,
owned a warrant to purchase 200 shares of common stock which was not included in his Form 3 Report when he
became an officer of Parallel on July 1, 2001.

Item 11. Executive Compensation

Compensation Discussion and Analysis

Introduction and Overview

The Compensation Committee of the Board of Directors is responsible for determining the types and amounts of
compensation we pay to our executives. Our Cominittee operates under a written charter that you can view on our
Web site at www.plll.com. The Board of Directors has affirmatively determined that each director who is a member
of the Committee meets the independence requirements of the Nasdaq Global Market. The Board determines, in its
business judgment, whether a particular Director satisfies the requirements for membership on the Committee set forth
in the Committee’s charter. None of the members of the Compensation Committee are current or former employees of
Parallel or any of its subsidiaries.

Our Compensation Committee is responsible for formulating and administering the overall compensation principles
and plans for Parallel. This includes establishing the compensation paid to our officers, administering our stock option
plans and, generally, reviewing our compensation programs at least annually.

The Committee periodically meets in executive session without members of management or management directors
present and reports to the Board of Directors on its actions and recommendations.

We discuss below the philosophy, objectives and principles we followed last year for compensating our executive officers.

Compensation Philosophy and Objectives
The Committee’s compensation philosophy is to provide an executive compensation program that:
* is competitive with compensation programs offered by comparable companies engaged in businesses similar to ours;

* rewards performance, skills and talents necessary to advance our company objectives and further the interests
of stockholders;

* is balanced between a fair and reasonable cash compensation and incentives linked to Parallel’s overall operating
performance; and

» is fair to our executives, but within reasonable limits.
The Company’s practice is and has been to link compensation with performance, measured at the company level,
and to emphasize the importance of each executive’s contribution to the overall success of the Company. The overall
objectives of our compensation philosophy are to:

* provide a reasonable and competitive level of current annual income;

¢ provide incentives that encourage our executives to continue their employment with us;

¢ motivate executives to accomplish our company goais and reward performance;

» create an environment conducive to company-oriented success rather than individual success;

» align compensation and benefits with business strategy and competitive market data; and

* encourage the application of prudent decision making processes in an industry marked by volatility and high risk.
Our Committee supports these objectives by emphasizing compensation arrangements that we believe will attract
and retain qualified executives and reward them for creating a solid platform for the long-term growth and success of

Parallel. At the same time, we are mindful of, and try to balance our executive compensation arrangements with, the
interests and concerns of stockholders.
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To more fully understand our current compensation philosophies and practices, it is important to keep in mind some
historical milestones that have influenced the shaping of our compensation practices. For instance, it was not until May
2002 that we had more than seven employees, as compared to 41 employees that we currently have; our total market
capitalization (including shares held by our officers and directors) at December 31, 2002 was approximately $58 million,
as compared to a total market capitalization (including shares held by our officers and directors) of approximately $660
million at December 31, 2006; and it was not until the latter part of 2004 that the market price of our stock consistently
exceeded $5.00 per share. Given our small size, limited staff and limited resources in earlier years, the compensation
of our executives consisted primarily of salaries, cash bonuses and stock options, with an emphasis on the use of stock
options. Since November 2002, however, we have moved away from the use of stock options as a long-term incentive
and relied more on our Incentive and Retention Plan that we adopted in 2004. Other than shifting our emphasis
from the use of stock options to the Incentive and Retention Plan, we have chosen to continue a relatively simple
compensation framework for our executives. We believe that by doing so, we are able to establish a higher degree
of understanding and certainty for our executives as well as the investing public, while at the same time avoiding
complex benefit packages and agreements that are less transparent than our compensation program and that require
significant time and cost to properly administer. In the end, we believe our compensation arrangements provide the
desired results: fair and reasonable pay for achievements beneficial to Parallel and its stockholders.

Compensation Components

Our judgments regarding executive compensation are primarily based upon our assessment of company performance,
and each executive officer’s leadership, performance and individual contributions to Parallel’s business. The accounting
and tax treatment of different elements of compensation has not had a significant impact on our use of any particular
form of compensation. In reviewing the overall compensation of our officers, we have historically considered a mix of
the following components or elements of executive compensation:

* base salaries;
* stock option grants;

» annual cash bonuses;

health and life insurance plans which are generally available to all of our employees;
* contributions by Parallel to our 401(k) retirement plan;
* an equity based cash incentive plan;
* change of control arrangements; and
* limited perquisites and personal benefits provided by Parallel to our executive officers.
To help give you a better understanding of the overall compensation picture of our executives, we have included

the following table showing the elements of executive compensation we have used in the past and certain types of
executive compensation that we have not used:

Used by Not Used
Elements of Compensation Parallel by Parallel
Base salaries v
Employment agreements v
Cash bonuses /s
Stock awards /s
Change of control/severence arrangements v
Defined benefit pension plan v/
Defined contribution plan v
Stock options v
Tax gross-ups v
Employee stock purchase/ownership plan v/
Supplemental executive retirement plans/benefits 4
Deferred compensation plan v

Incentive and retention plan v
Limited perquisites and personal benefits v
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Evaluation Factors

In addition to comparing the compensation packages of our officers with the compensation packages of officers of
other companies similar to Parallel, we also relied, as we have in the past, on our general knowledge and experience
in the oil and natural gas industry, focusing on a subjective analysis of each of our executive’s contributions to
Parallel’s overall performance. While specific performance levels or “benchmarks” are not used to establish salaries,
cash bonuses or grant stock options, we do take into account historic comparisons of Parallel's performance. The link
between pay and company performance is based primarily on the Compensation Committee’s evaluation of periodic
results of certain elements of company performance. Generally, our evaluations are influenced equally by operational
metrics and financial metrics.

We have not adopted specific target or performance levels with respect to quantitative or qualitative performance-
related factors which would automatically result in increases or decreases in compensation. Instead, we make subjective
determinations based upon a consideration of many factors, including those we have described below. We have not
assigned relative weights or rankings to these factors. Specific elements of company performance and individual
performance that we consider in setting compensation policies and making compensation decisions include the following
factors, several of which we consider in the context of Parallel alone and by comparison with peer companies:

* growth in the quantity and value of our proved oil and natural gas reserves;

* volumes of oil and natural gas produced by Parallel and our executives' ability to replace oil and natural gas
produced with new oil and natural gas reserves;

¢ cash flows from operations;
* revenues;
* earnings per share;

¢ the market value of our common stock;

the extent to which the officers have been successful in finding and creating opportunities for Parallel to
participate in acquisition, exploitation and drilling ventures having quality prospects;

* the ability of our officers to formulate and maintain sound budgets for our business activities;

¢ the overall financial condition of Parallel;

* the achievement by management of specific tasks and goals set by the Board of Directors from time to time;

* the effectiveness of our compensation packages in motivating officers to remain in Parallel’s employment;

* oil and gas finding costs and operating costs; and

* the ability of our executives to effectively implement risk management practices, including oil and natural gas

and interest rate hedging activities.

In addition to considering the elements of performance described above, other factors that we consider in determining
compensation include:

* longevity of service; and

* the individual performance, leadership, business knowledge and level of responsibility of our officers.

We believe the key components of our executive compensation program, base salary, cash bonuses and the potential for
awards under our Incentive and Retention Plan, provide an adequate mix of different types of compensation that reflect
the outcome of our analysis of the evaluation factors described above. For instance, we believe that potential rewards
under the Incentive and Retention Plan are reflective of the longer-term operational metrics of reserve growth, increased
production and increased cash flows from operations, while base salaries and cash bonuses are more closely linked to
the short-term objectives of providing reasonable and competitive levels of current annual increases. Since the elements
of compensation we use are fairly limited, the results of our evaluation of the company's performance and executive’s
individual performance are reflected more by the amounts of compensation we award, rather than by type of award.

In recent years, the practice of the Committee has been to complete our compensation evaluation and make
compensation recommendations prior to the end of each year. This year, however, and partly because of the SEC’s
new executive compensation disclosure rules, we approached our review and evaluation differently, giving additional
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emphasis to the processes we used in reviewing and evaluating compensation, as described under “Compensation
Committee Report” on page 62. As a result, and as described below, the Committee recommended minimal cash
bonuses in December 2006 and also awarded final cash bonuses and increases in base salaries in February 2007.

With our compensation philosophy and objectives in mind, we discuss below in more detail the key elements of executive
compensation and the factors underlying our decisions for 2006.

Base Salaries

Salary levels are based on factors including individual and company performance, level and scope of responsibility
and competitive salary levels within the industry. We do not give specific weights to these factors. The Committee
determines base salary levels by reviewing comparative salary data gathered by our CEO and CFO and by the
Committee’s consultant, and by reviewing publicly available information such as proxy statements filed by other
exploration and production companies with similar market capitalizations. As the focal point for determining base
salaries, we targeted the median to the 75th percentile range of salaries and cash bonuses for executive officers of
a fifteen company peer group. The peer group consisted of Edge Petroleum Corporation, PetroQuest Energy, Inc.,
Brigham Exploration Company, Vaalco Energy, Inc., Carrizo Oil & Gas, Inc., PrimeEnergy Corporation, Goodrich
Petroleum Corporation, The Exploration Company of Delaware, Inc., Barnwell Industries, Inc., Abraxas Petroleum
Corporation, Harken Energy Corporation, Panhandle Royalty Company, Warren Resources, Inc., Toreador Resources
Corporation and Ivanhoe Energy Inc. This peer group was selected based primarily on total revenues and market
capitalization. Base salaries for each executive are reviewed individually on an annual basis. Salary adjustments are
based on the individuals’ experience and background, the individual’s performance during the prior year, the general
movement of salaries in the marketplace, our financial position and the recommendations of our chief executive officer.
As a result of these factors, an executive’s base salary may be above or below the base salaries of executives in other oil
and gas exploration and production companies at any point in time. Upon completion of the Committee’s review and
evaluation, and based on the financial and operations results and the criteria for the salary determinations, our named
executive officers received the following increases in their annual base salaries:

Mr. Oldham - from $300,000 to $330,000
Mr. Tiffin - from $250,000 to $275000
Mr. Rutherford - from $160,000 to  $175,000
Mr. Foster - from $175000 to $190,000

Mr. Bayley ~ from $160,000 to $175000
Mr. Cambridge from $135000 to $145,000

Cash Bonuses

Historically, we have used, and continue to use, short-term incentives in the form of annual cash bonuses to compensate
executive officers. Annual cash bonuses are viewed by the Committee as supplemental short-term incentives in
recognition of Parallel’s overall performance and the efforts made by our executives during a particular year. Cash
bonuses are based on a subjective determination of amounts we deem sufficient to reward our executives and remain
competitive within our geographic environment. As with base salaries, we also targeted the median to 75th percentile
rankings of our fifteen-company peer group. We do not use specific performance targets when determining cash
bonuses. The Committee considers Parallel’s overall performance, the individual performance of each executive, and
the level of responsibility and experience of each executive to determine the final bonus amounts. Bonuses are paid at
the discretion of the Committee based on the overall accomplishments of Parallel and individual performance.

In December 2006, we addressed the short-term incentives provided to our executives in the form of cash bonuses
and an associated tax gross-up payment. Even though we had not completed our evaluations for 2006, we chose to
award these cash bonuses in December because we recognized the overall efforts and accomplishments of Parallel
and our executives and we believed it was important to communicate to our executives a preliminary recognition of
their achievements. Specific criteria and company events we considered in awarding these cash bonuses included the
growth of our proved oil and natural gas reserves, and the successful completion of our equity offering in August 2006.
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After our preliminary review of these criteria and events, in December 2006, the Committee initially authorized cash
bonuses and an associated tax gross-up for each of its executive officers as follows:

Amount Amount of
of Bonus Tax Gross-Up

Mr. Oldham $ 10,000 $3,629
Mr. Tiffin $ 10,000 $1,687
Mr. Rutherford $ 10,000 $3,697
Mr. Foster $ 10,000 $3,559
Mr. Bayley $10,000 $3,836
Mr. Cambridge $10,000 $5,152

After completing our review in February 2007, the Committee authorized additional cash bonuses as follows:

Amount

of Bonus
Mr. Oldham $ 175,000
Mr. Tiffin $ 137,500
Mz Rutherford $ 50,000
Mr. Foster $ 50,000
Mr. Bayley $ 50,000
Mr. Cambridge $ 50,000

Stock Options

Prior to 2003, we relied heavily on the use of stock options as a form of compensation because of our size and limited
cash resources. Although we believe stock options can provide meaningful and reasonable long-term incentives, the
Committee determined that additional annual grants of stock options were not warranted, considering the number of
stock options granted in prior years. We have not granted stock options to any of our executive officers since November
2002. The last time we granted stock options to our Chief Executive Officer, Mr. Oldham, was on June 20, 2001 when
he was granted a stock option to purchase 200,000 shares of common stock at an exercise price of $4.97 per share, the
fair market value of the common stock on the date of grant. In May 2003, Mr. Oldham voluntarily relinquished 100,000
shares of common stock underlying this option in order to restore and make available shares of stock for option grants
to non-officer employees. The last time we granted stock options to any of our other executives was on November 14,
2002 when we granted stock options to Mr. Tiffin, our Chief Operating Officer, and to Mr. Foster, our Chief Financial
Officer. Mr. Tiffin was granted a stock option to purchase 50,000 shares of common stock and Mr. Foster was granted
a stock option to purchase 35,000 shares of stock. The exercise price of both stock options was $2.18 per share, the fair
market value of the common stock on the date of grant.

We do not have a specific program or plan with regard to the timing or dating of option grants. Our stock options
have not been granted at regular intervals or on pre-determined dates. The Committee’s practice as to when options
are granted has historically been made at the discretion of the Committee. Generally, no distinctions have been made
in the timing of option grants to executives as compared to employees. Since October 1993, stock options have been
granted to our officers and employees on thirteen different occasions. On eight occasions, options were awarded to
employees only; on four occasions options were awarded to officers and employees; and on one occasion an option
was awarded to one officer.

We do not grant discounted options and exercise prices are not based on a formula. All of our options are granted
“at-the-money.” In other words, the exercise price of the option equals the fair market value of the underlying stock on
the actual date of grant. We conducted an internal review of all of our stock option grants since August 1996 and we
did not find any instances of option “backdating.”
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Historically, the granting of options has not been purposefully timed around the public announcement of material
non-public information. Our Committee’s practice has been to meet whenever one or more of the Committee members
expresses a desire to discuss in executive session any particular aspect of executive compensation, and the proximity
of any stock option grant to earnings or other material announcements is coincidental. We have not and do not
plan to purposefully time the release of material non-public information for the purpose of affecting the value of
executive compensation.

Other Compensation

QOur executive officers participate in a 401(k) retirement and savings plan on the same basis as other employees. Parallel
“matches” certain employee contributions to its 401(k) retirement plan with cash contributions. Company matching
amounts for the named executive officers are included under the caption “All Other Compensation” in the Summary
Compensation Table on page 63.

We do not have a written policy or formula regarding the adjustment, reduction or recovery of awards of payments
if company performance is not optimal. However, the Committee does take into account compensation realized or
potentially realizable from prior compensation awards in setting new types and amounts of compensation. Although
we have never decreased the compensation of any of our executive officers, the percentage increases in annual salaries
and cash bonuses vary from year to year, with some increases being smaller than previous years.

Allocation of Amounts and Types of Compensation

Other than our 401(k) retirement plan and outstanding stock options that were granted to our executive officers prior
to 2003, we do not presently have a long-term incentive program in place, although we may in the future implement
a long-term incentive or performance plan. We do, however, believe that our Incentive and Retention Plan does have
long-term incentive characteristics. Since we do not have a traditional form of long-term incentive program, the
method of allocating different forms of long-term compensation has not been a consideration for us. The Committee
has not adopted a specific policy for allocating between long-term and currently paid out compensation, nor have we
adopted a specific policy for allocating between cash and non-cash compensation. However, since December 2002, the
compensation we have paid to our executives has emphasized the use of cash rather than non-cash compensation.
We have chosen to do this in order to maintain and continue our practice of having a simplified, but effective and
competitive, compensation package. In determining the amount and mix of compensation elements for each executive
officer, the Committee relies on judgment, not upon fixed guidelines or formulas, or short term changes in our stock
price. Specific allocation policies have not been applied by the Committee largely because company performance in
the oil and natural gas industry is often volatile and cyclical and Parallel’s performance in any given year, whether
favorable or unfavorable, may not necessarily be representative of immediate past results or future performance. The
Comumittee also recognizes that company performance is often the result of factors beyond the control of Parallel or its
executives, especially oil and natural gas prices. For instance, even when we believe our executives have demonstrated
superior individual performance during any particular year, the year-end value and quantities of our proved reserves,
which are based on oil and gas prices at December 31 of each year, may reflect a level of company performance, whether
good or bad, that is not necessarily reflective of actual company and individual performance. Consequently, the
Compensation Committee examines and recommends executive compensation levels based on the evaluation factors
described above compared over a period of time, rather than applying these factors on an isolated or “snapshot” basis
at the time compensation levels are established by the Committee. In this regard, and partly due to the peculiarities of
financial accounting requirements for exploration and production companies, the Committee emphasizes a subjective
approach to allocating the amounts and types of compensation for our executives.

By choosing to pay the elements of compensation discussed above, we try to maintain a simple and competitive
position for our total compensation package.

Internal and External Assistance

Our Committee has the authority to retain, at Parallel’s expense, compensation consultants. Utilizing this authority, our
Committee engaged the services of an independent compensation consultant, Mercer Human Resources Consultants,
Inc., to assist us in our review of executive compensation for 2006. The consultant reports directly to the Committee.
We compared the data provided to us by the consultant to data provided to us by management. The Committee next
reviewed with Mercer the differences between the data provided by management and the data provided by Mercer,
including the peer group of companies selected by each. We selected the peer group used by Mercer in its analysis,
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which was based primarily on the similarity of revenue and market capitalization of Parallel and the peer companies.
Our review included comparisons of pay data for comparable executive positions and compensation components
used by the peer group. Both the independent compensation consultant and Messrs. Oldham and Foster also provided
the Committee with statistical information and advice on current competitive compensation practices and trends
in the marketplace, including information derived from compensation surveys published by other independent
compensation consultants.

Generally, the Compensation Committee also seeks the input and insight of Mr. Oldham concerning broad, general
topics such as morale of our executive officers, any specific factors that Mr. Oldham believes to be appropriate for the
Committee’s consideration and which the Committee may not be aware of, such as extraordinary day-to-day efforts
or accomplishments of any of our executives and ranges of compensation recommended by Mr. Oldham. Mr. Foster
assists us in gathering and organizing data for our review.

Change of Control Arrangements

QOur stock option plans and our Incentive and Retention Plan contain “change of control” provisions. We use these
provisions in an effort to provide some assurance to the Board of Directors that the Board will be able to rely upon
our executives continuing in their positions with Parallel, and that Parallel will be able to rely upon each executive’s
services and advice as to the best interests of Parallel and its stockholders without concern that the executive might be
distracted by the personal uncertainties and risks created by any proposed or threatened change of control.

Stock Option Plans. As described in more detail under the caption “Change of Control Arrangements” on page 65, the
Compensation Committee may adjust the stock options held by our executives upon the occurrence of a change of
control. With this authority, the Compensation Committee may in its discretion elect to accelerate the vesting of any
stock options that were not fully vested at the time of a change of control. In addition, under some of our stock option
plans, acceleration of vesting schedules will automatically occur. In the “Outstanding Equity Awards at Fiscal Year-End”
table on page 64, you can see the stock options currently held by our executives and the exercise prices for each of these
options. Mr. Oldham, our Chief Executive Officer, is the only executive officer that has a stock option that had not fully
vested as of December 31, 2006. As described in the “Outstanding Equity Awards at Fiscal Year-End” table, Mr. Oldham
holds a stock option to purchase a total of 37,500 shares of common stock which remained unvested at December 31,
2006. If a change of control had occurred on December 31, 2006, a total of 37,500 shares would have automatically vested
on that date.

Mr. Oldham'’s option to purchase an aggregate of 37,500 of our shares, with a value of $17.57 per share, could have
become fully exercisable on December 31, 2006 if a change of control were to have occurred on that date. Under
the terms of Mr. Oldham’s stock option, he would have to pay an aggregate of $186,375 to purchase these shares.
Accordingly, the maximum value of the accelerated vesting of the option would have been $472,500 {$17.57 per share
value on December 31, 2006, multiplied by 37,500 of our shares subject to the option minus $186,375, the aggregate
exercise price for the option}.

Incentive and Retention Plan. In 2002 and before, long-term incentives were made up of stock options. In 2004, upon
recommendation of the Committee, we adopted the Incentive and Retention Plan described in more detail on page 66
of this Annual Report on Form 10-K. Generally, this plan authorizes the Committee to grant executive officers awards
in the form of “base shares,” with one base share being equated to one share of our common stock. The value of base
shares fluctuates directly with changes in the price of Parallel’s stock which we believe more closely ties the interests
of our executives directly to those of stockholders. The base shares are paid out only upon a corporate transaction
or a change of control as further described below and on page 67. Payouts, when triggered, are to be paid in cash.
The Committee will determine the total number of base shares to grant each executive officer by using individual
performance, level of responsibility, experience and the extent to which each executive officer may have contributed
to the occurrence of a triggering event under the plan, as well as the outcome of the event. All of our other employees
and consultants are also eligible to participate in this plan.

The Incentive and Retention Plan is designed to align the interests of executives with stockholders and to provide
each executive with a significant incentive to manage the Company from the perspective of an owner with an equity
stake in the business. When we were in the initial stages of formulating this plan, we began with the concept of a more
traditional long-term incentive plan which would provide our executives with potential cash awards based on year-
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to-year comparisons of the growth in our proved oil and natural gas reserves, with these annual cash awards being
predicated on various performance factors, including predetermined percentage increases in our proved oil and natural
gas reserves. However, we realized that under this approach annual cash payments could result simply as a result of
increases in the prices of oil and natural gas which would not necessarily equate to actual growth in our reserves or
any specific achievements by our executives and under circumstances that might not result in additional value to our
stockholders. After further consideration, we decided to tie any potential rewards under this plan to the market price of
our stock. Although not linked to any specific performance measures, we believe that linking potential rewards to the
market price of our stock reflects a “bundling” of company performance measures that are of importance to investors
in smaller exploration and production companies like Parallel, and which will be reflected in the market price of our
stock. In addition, and instead of providing for “automatic” annual bonuses, we believed it important to reward our
executives under circumstances that were more likely to coincide with events that could also result in our stockholders
realizing value. Thus, one prong of the Incentive and Retention Plan provides for payments only when there is a
“corporate transaction,” such as a merger or sale of Parallel. The second prong of the plan provides for payments upon
the occurrence of a change on control. We structured the Incentive and Retention Plan in this fashion primarily to
satisfy our objective of retaining management, and to more closely connect potential payments to our executives to an
event in which all of our stockholders would be more likely to realize value from their investments in Parallel. Further,
it is our belief that the interests of stockholders will be best served if the interests of our management are aligned with
them, and the Incentive and Retention Plan should eliminate, or at least reduce, any reluctance management might
have to pursue potential corporate transactions that may be in the best interests of stockholders. The cash benefits are
payable in one lump-sum.

The oil and natural gas industry in our specific areas of operation continues to experience increases in leasing,
acquisitions, drilling and development activities. This activity has resulted in significant management turnover within
the areas we operate, largely because of greater compensation packages and incentives being offered by our competitors.
Our Committee believes that the potential rewards to our executives under the Incentive and Retention Plan provide
the necessary incentive for our executives to remain employed by, and diligently pursue the goals of, Parallel. Since
adopting the plan, none of our officers have left our employment, and only one employee has left our employment.

Under our Incentive and Retention Plan, our officers, emplovees and consultants are eligible to receive a one-time
performance payment upon the occurrence of a corporate transaction or a one-time retention payment upon the
occurrence of a change of control. Generally, a corporate transaction means an acquisition of Parallel, a sale of
substantially all of Parallel’s assets or the dissolution of Parallel. A change of control generally means the acquisition
of 60% or more of our outstanding common stock or an event that results in our current Directors ceasing to constitute
a majority of the Board of Directors.

In the case of a corporate transaction, the total aggregate potential payments would be equal to the sum of (a) the
per share price received by all stockholders minus a base price of $3.73 per share, multiplied by 1,080,362 “base
shares,” plus (b) the per share price received by all stockholders minus an “additional base price” of $8.62 per share,
muitiplied by 400,000 “additional base shares”. If a change of control occurs, the aggregate potential payments to all
plan participants would be equal to the sum of (a) the per share closing price of Parallel’s common stock on the day
immediately preceding the change of control, minus the base price of $3.73 per share, multiplied by 1,080,362, plus
(b) the per share closing price of Parallel’s common stock on the day immediately preceding the change of control,
minus an “additional base price” of $8.62 per share, multiplied by 400,000 “additional base shares.”

If a corporate transaction or change of control occurs, the Compensation Committee has the discretion to allocate for
payment to each of our executives, employees or consultants a portion of the total performance bonus or retention
payment as the Committee determines in its sole discretion. Although the Committee has not made any awards under
our Incentive and Retention Plan, for illustration purposes, assuming a corporate transaction or change of control
occurred on December 31, 2006, and that the applicable price of our common stock was $17.57 per share, the closing
price of our common stock as of December 31, 2006, the total aggregate potential payments to all eligible participants
would be $18.5 million.
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The change of control provisions in our stock option plans and in the Incentive and Retention Plan utilize “single
triggers.” As compared to “double triggers,” we believe that single triggers provide a more definitive outcome for
our executives if a triggering event does occur and are more likely to prevent an executive from becoming entangled
in various interpretive issues concerning the applicability of a second or double trigger to any particular triggering
event. For these reasons, coupled with the fact that none of our executives have deferred compensation arrangements
or employment or other post-termination compensation agreements with Parallel, we believe the use of single triggers
is not inconsistent with the best interests of Parallel or our stockholders.

Stock Ownership/Retention Guidelines

Although we do not have written guidelines or policy statements requiring specified levels of stock ownership or
“holding” practices, we encourage all of our officers and directors to refrain from selling their shares. We have not
adopted formal guidelines because our executives and directors as a group have in the past voluntarily and consistently
demonstrated a practice of holding and retaining their shares. During the three year period ended December 31, 2006,
none of our officers and directors have sold any shares of Parallel stock.

Under our policy covering insider trading procedures, our executives, their spouses and other immediate family
members sharing the executive’s household are prohibited from selling any securities of Parallel that are not owned
at the time of the sale, a “short sale.” Also, no such person may buy or sell puts, calls or exchange-traded options in
Parallel’s securities. These transactions are speculative in nature and may involve a “bet against the company” which
we believe is inappropriate for our insiders.

Perquisites and Personal Benefits

We have provided limited perquisites and personal benefits to our executives, including club memberships and
allowing our executives a choice of receiving a car allowance or personal use of a company provided vehicle. We
encourage our executives to belong to a social club so that they have an appropriate entertainment forum for customers
and appropriate interaction with their communities.

Our executives also participate in Parallel’s other benefit plans on the same terms as other employees. These plans
include medical and dental insurance, and life insurance. All employees, including our executives, age fifty or over are
also eligible to participate in an extended health care coverage plan that we maintain. We do not have charitable gift
matching or discounts on products.

The types and amounts of perquisites we provide to our executives are included in the “All Other Compensation”
column of the Summary Compensation Table on page 63 of this Annual Report on Form 10-K.

Limit on Deductibility of Certain Compensation

Provisions of the Internal Revenue Code that restrict the deductibility of certain compensation over one million dollars
per year have not been a factor in our considerations or recommendations. Section 162(m) of the Code currently imposes
a $1 million limitation on the deductibility of certain compensation paid to our executives. Excluded from the limitation
is compensation that is “performance based.” For compensation to be performance based, it must meet certain criteria,
including being based on predetermined objective standards approved by stockholders. The Compensation Committee
has not taken the requirements of Section 162(m) into account in designing executive compensation. Compensation
to our executives does not qualify as “performance based compensation” and thus is not deductible by us for federal
income tax purposes.
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Comgensation Committee Report

The Compensation Committee of the Board of Directors administers and approves all elements of compensation and
awards for our executive officers. The Committee has the responsibility to review and approve the corporate goals and
objectives relevant to each executive officer’s compensation, evaluates individual performance of each executive in light
of those goals and objectives, and determines and approves each executive’s compensation based on this evaluation.

Members of the Committee are non-management directors who, in the opinion of the Board, satisfy the independence
standards of the Nasdaq Global Market. The Committee has the sole authority to retain consultants and advisors as it may
deem appropriate in its discretion, and sole authority to approve related fees and retention terms for these advisors.

Generally, on its own initiative the Compensation Committee reviews the performance and compensation of ali of
our executives and then reviews its conclusions and recommendations with management. In addition to the processes
described under “Compensation Discussion and Analysis,” other processes and tools used by the Committee in
reviewing and evaluating the compensation paid to our executives in 2006 included a review of tally sheets, stock
option inventories and internal pay equity.

The Committee has reviewed and discussed the Compensation Discussion and Analysis with management.

Based on its review and discussions, the Committee recommended to the Board of Directors that the Compensation
Discussion and Analysis be included in our Annual Report on Form 10-K for the year ended December 31, 2006 and in
our proxy statement for the 2007 annual meeting of stockholders.

Members of the Compensation Committee

Jeffrey G. Shrader (Chairman)
Martin B. Oring
Ray M. Poage
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Summary of Annual Compensation

The table below shows a summary of the types and amounts of compensation paid for 2006 to Mr. Cambridge, our
Chairman of the Board, and to Mr. Qldham, our President and Chief Executive Officer. The table also includes a
summary of the types and amounts of compensation paid to our other four executive officers for the year ended
December 31, 2006.

Summary Compensation Table

Change
in Pension
Non-Equity Value and
Incentive Nonqualified All
Stock Option Plan Com- Deferred Other Com-
Awards Awards pensation ~ Compensation pensation
Name and Principal Position Year Salary (5) Bonus ($) ® (5} ) Earnings (} @ Total {$)
{a) (b) ] (d) {e) (3] (g} (h) (i G
L.C. Oldham 2006 $300,000 $185,000 0 16,6832 0 0 $51,0909 $552,773
President, Chief Executive
Officer and Director
D.E. Tiffin 2006 $250,000 $147,500 0 0 0 0 $43,2479 $440,747
Chief Operating Officer
E.A. Bayley 2006 $160,000 $60,000 0 0 0 0 $39,321® $259,321

Vice President
of Corporate Engineering
I.5. Rutherford 2006 $160,000 $60,000 0 ] ] 0 £38,174 $258,174
Vice President
of Land and Administration

S.D. Foster 2006 $175,000 $60,000 0 0 4] 0 $45,5477 $280,547
Chief Financial Officer
T.R. Cambridge 2006 $135,000 %60,000 0 0 0 0 $5,152 $200,152

Chairman of the Board

(1) This column includes the incremental cost of perquisites and personal benefits received by the named executive officers. We have included in
this column the incremental cost of all perquisites and personal benefits for each named executive officer and as identified in the following table:

Mr. Mr. Mr. Mr. Mr. Mr.

Oldham Tiffin  Rutherford Foster Bayley  Cambridge

Personal use of club memberships® 2006 3 — & — $3,376 $3,652 $ — $ —
Personal use of company car® 2006 $1,723 $ — $1,179 $ — $ 8,401 $ —
Car allowance 2006 5 — $6,000 § — $6,000 $ — $ —
Personal use of office space® 2006 $ 2,366 § — $ — $ — 8 — 5 —
CEQ life insurance® 2006 $3,793 5 — 5 — $ — $ — $ —
Personal use of charter aircraft 2006 e et o $ — $ — $ —
Tax “gross up”* 2006 $3,629 $1,687 $3,697 $3,559 $3,836 $5,152

(a} The value of personal use of club memberships represents that portion of annual club dues determined by multiplying the total annual
club dues by a fraction equal to expenses for personal use divided by total business and personal expenses. All employees pay or
reimburse us for their personal expenses.

(b) Personal use of a company car is based on the sum of the fair lease value of the car, maintenance expense and gas expense, multiplied by a
fraction, the numerator of which is the number of miles driven for personal use and the denominator of which is the total number of miles
driven in fiscal 2006.

(c) Includes personal use of office space by Mr. Oldham’s wife for charitable, civic and personal activities. The value has been determined
by multiplying the number of square feet in the office by the cost per square foot paid by Parallel under its lease agreement covering its
executive offices.

(d) We provide a $100,000 whole life insurance policy for Mr. Cldham and pay the premiums for maintaining the policy in force.

(e) From time to time, the executive’s spouse will accompany the executive on business trips when there is an unoccupied seat on the aircraft.
However, there is no aggregate incremental cost to us.

(f) The tax “gross up” payments for each named executive officer were made in connection with cash bonuses in the amount of $10,000 that
were awarded to each named executive officer on December 6, 2006.
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(2 This value is what is also included in our Consolidated Financial Statements in accordance with FAS 123(R). This option to purchase 37,500
shares of common stock was granted to Mr. Oldham on June 20, 2001 at an exercise price of $4.97 per share, and is exercisable in increments of |
7,500 shares on the first day of January of each year. There were no stock option awards to Mr. Oldham in 2006. For a discussion of valuation
assumptions, see Note 11 to our Consolidated Financial Statements included in this Annual Report on Form 10-K.

(3) Such amount includes Parallel’s 2006 contribution in the amount of $18,000 to Mr. Oldham’s individual retirement account maintained under
Parallel's 401(k} plan; insurance premiums in the amount of $21,579 for nondiscriminatory group life, medical, disability, long-term care and
dental insurance; and $11,511 representing the total value of all perquisites and personal benefits provided to Mr. Oldham as described in
footnote 1.

(4} Such amount includes Parallel’s 2006 contribution in the amount of $15,000 to Mr. Tiffin’s individual retirement account maintained under
Parallel's 401¢k} plan; insurance premiums in the amount of $20,560 for nondiscriminatory group life, medical, disability, long-term care and
dental insurance; and $7,687 representing the total value of all perquisites and personal benefits provided to Mr. Tiffin as described in footnote 1.

(5} Such amount includes Parallel’s 2006 contribution in the amount of $9,600 to Mr. Bayley’s individual retirement account maintained under
Parallel’s 401(k) plan; insurance premiums in the amount of $17,484 for nondiscriminatory group life, medical, disability, long-term care and dental
insurance; and $12,237 representing the total value of all perquisites and personal benefits provided to Mr. Bayley as described in footnote 1.

(6} Such amount includes Parallel’s 2006 contribution in the amount of $9,600 to Mr. Rutherford’s individual retirement account maintained under
the 401(k) plan; insurance premiums in the amount of $20,322 for nondiscriminatory group life, medical, disability and dental insurance; and
$8,252 representing the total value of all perquisites and personal benefits provided to Mr. Rutherford as described in footnote 1.

(7} Such amount includes Parallel’s 2006 contribution in the amount of $10,500 to Mr. Foster's individual retirement account maintained under
Parallel’s 401(k) plan; insurance premiums in the amount of $21,836 for nondiscriminatory group life, medical, disability, long-term care and dental
insurance; and $13,211 representing the total value of all perquisites and personal benefits provided to Mr. Foster as described in footnote 1.

Stock Options

We use stock options as part of the overall compensation of directors, officers and employees. However, we did not
grant any stock options in 2006 to any of the executive officers named in the Summary Compensation Table. Summary
descriptions of our stock option plans are included in this Annual Report on Form 10-K, beginning on page 71 so you
can review the types of options we have granted in the past and the significant features of our stock options.

In the table below, we show certain information about the outstanding stock options held by the named executive
officers at December 31, 2006.

Qutstanding Equity Awards at Fiscal Year-End

Option Awards Stock Awards

Equity

Equity Incentive

Incentive Plan Awards:

Equity Plan Market

Incentive Plan Awards: or Payout

Awards: Market Number of Value of

Number Number Number Number Vatue Unearned Unearned

of Securities of Securities of Securities . of Shares of Shares Shares, Units Shares, Units

Underlying Underlying Underlying or Units of or Units of or Other or Other

Unexercised Unexercised Unexercised Option Option  Stock That Stock That Rights That Rights That

Options (#) Options (#) Unearned Exercise Expiration ~ Have Not Have Not Have Not Have Not
Name Exetcisable Unexercisable Options () Price {($) Date Vested (#) Vested ($} Vested (#) Vested ($}
(a) (b) (c) (d) (e) €3] g (h (i) G
T. R. Cambridge 100,000 0 0 4.09 05-17-07 0 0 0 0
50,000 0 0 3.60 08-04-08 0 0 0 0

50,000 0 0 1.82 10-28-09 0 0 1} 0

100,000 0 0 497 (6-20-11 0 0 0 0

L. C. Qldham 46,000 0 0 3.60 08-04-08 0 0 0 0
0 37,5001 0 497 06-20-11 0 0 0 0

E. A, Bayley 25,000 0 0 4.53 07-1707 0 0 0 0
25,000 0 0 3.60 08-04-08 0 0 0 0

50,000 0 0 497 06-20-11 1} 0 0 0

].5. Rutherford 50,600 0 0 4.97 06-20-11 0 1} 1} 0
D. E. Tiffin 0 0 0 0 0 0 0 ] 0
5.D. Foster 0 0 0 0 0 0 0 i} 1}

(1) This incentive stock option became exercisable as to 7,500 shares on January 1, 2007, and an additional 7,500 shares become exercisable on the first day of
January in each of the years 2008, 2009, 2010 and 2011.

,
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In the table below, we show certain information about the exercise of stock options in 2006, the value realized on

exercise of the stock options and stock awards.

Option Exercises and Stock Vested

Option Awards Stock Awards
Number
Number of Value of Shares Value
Shares Acquired Realized on Acquired on Realized on
Name on Exercise (#) Exercise ($) Vesting (#) Vesting ($)
{a) (b o] (d) {e)
Thomas R. Cambridge 0 0 0 0
Larry C. Oldham 7,500 110,850% 0 0
Eric A. Bayley 25,000 428,250 0 0
John S. Rutherford 25,000 509,250 0 0
18,750 365,625%
Donald E. Tiffin ] 0 0 0
Steven D. Foster 0 0 0 0

(1) The value realized on exercise is equal to the closing price of our common stock on the date of exercise ($19.75), less the exercise price (34.97) of the stock

option exercised.

{2) The value realized on exercise is equal to the closing price of our comumon stock on the date of exercise ($22.53), less the exercise price ($5.40) of the stock

option exercised.

{3) The value realized on exercise is equal to the closing price of our commeon stock on the date of exercise ($24.90), less the exercise price ($4.53) of the stock

option exercised.

(4) The value realized on exercise is equal to the closing price of our common stock on the date of exercise {$24.90), less the exercise price {35.40) of the stock

option exercised.

Change of Control Arrangemeants
Stock Option Plans

Parallel’s outstanding stock options and stock option plans contain certain change of control provisions which are
applicable to Parallel's outstanding stock options, including the options held by our officers and Directors. For
purposes of our options, a change of control occurs if:

* Parallel is not the surviving entity in a merger or consolidation (or survives only as a subsidiary of another entity);

* Parallel sells, leases or exchanges all or substantially all of its assets;

* Parallel is to be dissolved and liquidated;

* any person or group acquires beneficial ownership of more than 50% of Parailel’s common stock; or

* in connection with a contested election of directors, the persons who were directors of Parallel before the election
cease to constitute a majority of the Board of Directors.

Under our 1992 Stock Option Plan and Employee Stock Option Plan, if a change of control occurs, the Compensation

Committee of the Board of Directors can:

* accelerate the time at which options may be exercised;

* require optionees to surrender some or all of their options and pay to each optionee the change of control value;

* make adjustments to the options to reflect the change of control; or

* permit the holder of the option to purchase, instead of the shares of common stock as to which the option is then
exercisable, the number and class of shares of stock or other securities or property which the optionee would
acquire under the terms of the merger, consolidation or sale of assets and dissolution if, immediately before the
merger, consolidation or sale of assets or dissolution, the optionee had been the holder of record of the shares of
common stock as to which the option is then exercisable.




EJ raraLLeL PETROLEUM 2006 ANNUAL REPORT

The change of control value is an amount equal to, whichever is applicable:

* the per share price offered to our stockholders in a merger, consolidation, sale of assets or dissolution
transaction,;

» the price per share offered to our stockholders in a tender offer or exchange offer where a change of control takes
place; or

« if a change of control occurs other than from a tender or exchange offer, the fair market value per share of the
shares into which the options being surrendered are exercisable, as determined by the Committee.

In the case of our 1997 Nonemployee Directors Stock Option Plan, 1998 Stock Option Plan and 2001 Nonemployee
Director Stock Option Plan, upon the occurrence of a change of control, any outstanding options under these plans
become fully exercisable and upon exercise of the option, the option holder will be entitled to purchase, instead of the
numbers of shares of stock for which the option is then exercisable, the number and class of shares of stock or other
securities or property to which the option holder would have been entitled under the terms of the change of control if,
immediately before the change of control, the option holder had been the holder of record of the number of shares of
stock for which the option is then exercisable.

Incentive and Retention Plan

On September 22, 2004, the Compensation Committee of the Board of Directors approved and adopted an incentive
and retention plan for our officers and employees. On September 24, 2004, the Board of Directors adopted the plan
upon recommendation by the Compensation Committee.

The purpose of the plan is to advance the interests of Parallel and its stockholders by providing officers and employees
with incentive bonus compensation which is linked to a corporate transaction. As defined in the plan, a corporate
transaction means:

* anacquisition of Parallel by way of purchase, merger, consolidation, reorganization or other business combination,
whether by way of tender offer or negotiated transaction, as a result of which Parallel’s outstanding securities are
exchanged or converted into cash, property and/or securities not issued by Parallel;

¢ a sale, lease, exchange or other disposition by Parallel of all or substantially all of its assets;
« the stockholders of Parallel approving a plan or proposal for the liquidation or dissolution of Parallel; or

¢ any combination of any of the foregoing.

The plan also recognizes the possibility of a proposed or threatened transaction and the need to be able to rely upon
officers and employees continuing their employment, and that Parallel be able to receive and rely upon their advice
as to the best interests of Parallel and its stockholders without concern that they might be distracted by the personal
uncertainties and risks created by any such transaction. In this regard, the plan also provides for a retention payment
upon the occurrence of a change of control, as defined below.

All members of Parallel’s “executive group” are participants in the plan. For purposes of the plan, the “executive
group” includes Messrs. Cambridge, Oldham, Tiffin, Foster, Rutherford and Bayley and any other officer employee
of Parallel selected by the Compensation Committee in its sole discretion. In addition, the Committee may designate
other non-officer employees of Parallel and consultants to Parallel as participants in the plan who will also be eligible
to receive a performance bonus upon the occurrence of a corporate transaction or a retention payment upon the
occurrence of a change of control.

Generally, the plan provides for:

* the payment of a one-time performance bonus to eligible officers and employees upon the occurrence of a corporate
transaction; or

* a one time retention payment upon a change of control of Parallel. A change of control is generally defined as the
acquisition of beneficial ownership of 60% or more of the voting power of Parallel’s outstanding voting securities
by any person or group of persons, or a change in the composition of the Board of Directors of Parallel such that
the individuals who, at the effective date of the plan, constitute the Board of Directors cease for any reason to
constitute at least a majority of the Board of Directors.
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On August 23, 2005, the Compensation Committee of the Board of Directors of Parallel approved and adopted
amendments to the incentive and retention plan, and on that same date, the Board of Directors approved the
amendments upon recommendation by the Compensation Committee. Generally, the plan was amended to provide
for 400,000 “additional base shares” with an associated “additional base price” of $8.62 per share. The plan was further
amended on February 27, 2007 to expand the class of eligible participants to include consultants to Parallel.

The amount of these payments depends on future prices of Parallel’s common stock, which is undeterminable until
a triggering event occurs. In the case of a corporate transaction, the total cash obligation for performance bonuses is
equal to the sum of (a) per share price received by all stockholders minus a base price of $3.73 per share, multiplied
by 1,080,362 shares, plus (b) the per share price received by all stockholders minus an “additional base price” of $8.62
per share, multiplied by 400,000 “additional base shares”. As an example, if the stockholders of Parallel received the
December 31, 2006 per share price of $17.57 in a merger, tender offer or other corporate transaction, the total aggregate
potential payments to all plan participants would be [($17.57 - $3.73) x 1,080,362], plus [($17.57 - $8.62) x 400,000], or
$18.5 million. If a change of control occurs, the total amount of cash retention payments to all plan participants would
be equal to the sum of (a) per share closing price of Parallel’s common stock on the day immediately preceding the
change of control minus the base price of $3.73 per share, multiplied by 1,080,362, plus (b) the per share closing price
of Parallel’s common stock on the day immediately preceding the change of control minus an “additional base price”
of $8.62 per share, multiplied by 400,000.

If a corporate transaction or change of control occurs, the Compensation Committee will allocate for payment to each
member of the executive group such portion of the total performance bonus or retention payment as the Compensation
Committee determines in its sole discretion. After making these allocations, if any part of the total performance bonus
or retention payment amount remains unallocated, the Compensation Committee may allocate any remaining portion
of the performance bonus or retention payment among all other participants in the plan. After all allocations of the
performance bonus have been made, each participant’s proportionate share of the performance bonus or retention
payment will be paid in a cash lump sum.

There is no certainty with respect to whether or when payments under this plan might be triggered, or the amount of
any potential payment to any member of the executive group or other participants if a triggering event did occur.

Parallel’s ultimate liability under the plan is not readily determinable because of the inability to predict the occurrence
of a corporate transaction or change of control, or Parallel’s stock price on the future date of any such corporate
transaction or change of control. No liability will be recorded until such time as a corporate transaction or change
of control becomes probable and the amount of the liability becomes determinable. The occurrence of a change of
control or a corporate transaction could have a negative impact on Parallel’s financial condition and results of option,
depending upon the price of Parallel’s common stock at the time of a change of control or corporate transaction.

The plan is entirely unfunded and the plan makes no provision for segregating any of Parallel’s assets for payment of
any amounts under the plan.

A participant’s rights under the plan are not transferable.

The plan is administrated by the Compensation Committee of the Board of Directors of Parallel. The Compensation
Committee has the power, in its sole discretion, to take such actions as may be necessary to carry out the provisions
and purposes of the plan. The Compensation Committee has the authority to control and manage the operation and
administration of the plan and has the power to:

* designate the officers and employees of, and consultants to, Parallel and its subsidiaries who participate in the
plan, in addition to the “Executive Group”;

* maintain records and data necessary for proper administration of the plan;

* adopt rules of procedure and regulations necessary for the proper and efficient administration of the plan;

* enforce the terms of the plan and the rules and regulations it adopts;

* employ agents, attorneys, accountants or other persons; and

« perform any other acts necessary or appropriate for the proper management and administration of the plan.

The plan automatically terminates and expires on the date participants receive a performance bonus or retention payment.
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Non-Officer Severance Plan

In January 2006, a Non-Officer Employee Severance Plan was implemented for the purpose of providing our non-
officer employees with an incentive to remain employed by us. This plan provides for a one-time severance payment
to non-officer employees equal to one year of their then current base salary upon the occurrence of a change of control
within the meaning of the plan. Based on the aggregate non-officer base salaries in effect as of December 31, 2006, if a
change of control had occurred at December 31, 2006, the total severance amount payable under this plan would have
been approximately $3.3 million.

Compensation of Directors
In the table below, we show certain information about the compensation paid to our non-employee Directors during 2006.

2006 Director Compensation

Change in

Pension

Fees Value and

Earned Non-Equity Nonqualified

or Paid Stock Option Incentive Plan Deferred All Other

in Cash Awards Awards  Compensation  Compensation Compensation Total
Name $ )y (S & ® 163} ($)
{a) {b) @ CH (e} 6] (g) (h)
D.E. Chitwood 34,000 29,620 143,160 0 0 0 206,780
M.B. Oring 42,250 29,620 143,160 0 0 0 215,030
R.M. Poage 40,625 29,620 143,160 0 0 0 213,405
J.G. Shrader 29,500 29,620 143,160 0 0 0 202,280

(1) On the first day of July of each year, beginning July 1, 2004, our non-employee directors are automatically granted shares of common stock
having a value of $25,000. The actual number of shares granted is determined by dividing $25,000 by the average daily closing price of the
common stock for ten consecutive trading days commencing fifteen trading days before the first day of July of each year. Under this plan,
each of Messrs. Chitwood, Oring, Poage and Shrader have been granted a total of 9,295 shares of common stock since inception of the plan,
which includes 1,174 shares granted te each of them on the July 1, 2006 grant date. For the July 1, 2006 grant, the 1,174 shares were calculated
by dividing $25,000 by $21.2%4, the ten trading day average closing price of the stock, beginning on June 12, 2006. Since July 1, 2006 was not
a business day, the amount set forth in this column is based on the closing price of our common stock on July 3, 2006, the first business day
following the grant date. The amounts set forth in this column represent the dollar amount we recognized for financial statement reporting
purposes with respect to 2006 in accordance with FAS 123R and also represents the aggregate grant date fair value computed in accordance
with FAS 123R.

{2) On August 23, 2005, each of our non-employee Directors was granted a nonqualified stock option to purchase 50,000 shares of common stock at
an exercised price of $12.27 per share. The opticns are exercisable in five equal annual installments beginning August 23, 2006. This value is what
is also included in our Consolidated Financial Statements in accordance with FAS 123(R). For a discussion of valuation assumptions, see Note 11
to our Consolidated Financial Statements included in this Annual Report on Form 10-K.




PARALLEL PETROLEUM 2006 ANNUAL REPORT m

In the table below, we show certain information about the outstanding stock options held by our non-employee
Directors during 2006.

Outstanding Equity Awards at Fiscal Year-End

Option Awands Stock Awards
Equity
Equity Incentive
Incentive Plan Awards:
Equity Plan Market
Incentive Plan Awards: or Payout
Awands: Market Number of Value of
Number Number Number Number Value Unearned Unearned
of Securities of Securities of Securities of Shares of Shares Shares, Units Shares, Units
Underlying Underlying Underlying or Units of or Units of or Other or Other
Unexercised Unexercised Unexercised Option Option  Stock That Stock That Rights That Rights That
Options (#) Options (#) Unearned Exercise Expiration ~ Have Not Have Not Have Not Have Not
Name Exercisable Unexercisable { Options (#) Price () Date Vested {#) Vested ($) Vested (#) Vested (5)
(a) (b) (c) () (e) ) g (h} (i G
D.E. Chitwood 25,000 0 0 458 05-02-11"* 0 0 0 0
25,000 0 0 497 06-21-n% 0 0 0 0
50,000 0 0 2.80 12-18-12%% 0 0 0 0
10,000 40,000 0 12.27 08-23-15% 0 0 0 0
M.B. Oring 5,000 ] 0 4.58 05-02-11 0 0 0 0
25,000 1] 0 4.97 06-21-11 0 0 0 0
50,000 1] 0 2.80 12-18-12 0 0 0 0
20,000 0 0 461 05-07-11 0 0 0 0
10,000 15,000 0 12.27 08-23-15 0 0 0 0
— 25000 0 12.27 08-23-15 0 0 0 0
R.M. Poage 50,000 0 0 2.61 04-28-13 0 0 0 0
10,000 40,000 4] 1227 08-23-15 4] 4] 1] 0
].G. Shrader 10,000 40,000 0 1227 08-23-15 0 0 0 0

(1) The nonqualified stock options included in this column are exercisable with respect to 10,000 shares on August 23, 2007, and an additional 10,000
shares become exercisable on the twenty-third day of August in each of the years 2008 through 2010.

{2) As a result of Mr. Chitwood's resignation from the Board of Directors on January 24, 2007, this option is scheduled to expire on April 24, 2007,
except in the case of Mr. Chitwood's death prior to that time in which event the option will expire one year from date of death.

Cash

Following stockholder approval of the 2004 Non-Employee Director Stock Grant Plan in June 2004, we reduced by
one-half the per meeting and annual cash fees we had been paying to our non-employee Directors. We now pay each
non-employee Director a cash fee of $750 for attendance at each meeting of the Board of Directors and each non-
employee Director who is a member of a Board committee also receives:

* 5375 per meeting for service on the Compensation Committee, with the Chairman of the Compensation
Committee being entitled to receive an additional fee of $2,500 per year;

» $375 per meeting for service on the Audit committee, with the Chairman of the Audit Committee being entitled
to receive an additional fee of $5,000 per year and each other Audit Committee member receiving $2,500 per
year;

* $375 per meeting for service on the Corporate Governance and Nominating Committee, with the Chairman of
the Corporate Governance and Nominating Committee being entitled to receive an additional fee of $2,500 per
year; and

* 5375 per meeting for service on the Hedging and Acquisitions Committee, with the Chairman of the Hedging
and Acquisition Committee being entitled to receive an additional fee of $2,500 per year.

All Directors are reimbursed for expenses incurred in connection with attending meetings.
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Stock Options

Directors who are not employees of Parallel are also eligible to participate in Parallel’s 1997 Nonemployee Directors
Stock Option Plan and the 2001 Nonemployee Directors Stock Option Plan. You can find more information about these
stock option plans under the caption “Stock Option Plans” below. No options were granted to any of our non-employee
Directors in 2006.

Other

All Directors are reimbursed for expenses incurred in connection with attending meetings.

Parallel provides liability insurance for its directors and officers. The cost of this coverage for 2006 was approximately
$516,000.

We do not offer non-employee Directors travel accident insurance, life insurance or a pension or retirement plan.

2004 Non-Employee Director Stock Grant Plan

In April 2004, upon recommendation of the Board’s Compensation Committee, our Directors approved the 2004 Non-
Employee Director Stock Grant Plan. The plan was later approved by our stockholders at our annual meeting held on
June 22, 2004. Directors of Parallel who are not employees of Parallel or any of its subsidiaries are eligible to participate
in the Plan. Under this Plan, each non-employee Director is entitled to receive an annual retainer fee consisting of
shares of common stock that will be automatically granted on the first day of July in each year. The actual number
of shares received is determined by dividing $25,000 by the average daily ciosing price of the common stock on the
Nasdaq Global Market for the ten consecutive trading days commencing fifteen trading days before the first day of
July of each year. Historically, Directors’ fees had been paid solely in cash. However, in accordance with this plan
and following approval by our stockholders, we commenced paying an annual retainer fee in July 2004 to each non-
employee Director in the form of common stock having a value of $25,000.

This plan is administrated by the Compensation Committee. Although the Compensation Committee has authority to
adopt such rules and regulations for carrying out the plan as it may deem proper and in the best interests of Parallel,
the Committee’s administrative functions are largely ministerial in view of the plan’s explicit provisions described
below, including those related to eligibility and predetermination of the timing, pricing and amount of grants. The
interpretation by the Compensation Committee of any provision of the plan is final.

The total number of shares of common stock initially available for grant under the plan was 116,000 shares, subject
to adjustment as described below. If there is a change in the common stock by reason of a merger, consolidation,
reorganization, recapitalization, stock divided, stock split, combination of shares, exchange of shares, change in
corporate structure or otherwise, the aggregate number of shares available under the plan will be appropriately
adjusted in order to avoid dilution or enlargement of the rights intended to be made availabie under the plan.

The Board may suspend, terminate or amend the Plan at any time or from time to time in any manner that the Board
may deem appropriate; provided that, without approval of the stockholders, no revision or amendment shall change
the eligibility of Directors to receive stock grants, the number of shares of common stock subject to any grants, or
materially increase the benefits accruing to participants under the plan, and plan provisions relating to the amount,
price and timing of grants of stock may not be amended.

Shares acquired under the plan are non-assignable and non-transferable other than by will or the laws of descent and
distribution and may not be sold, pledged, hypothecated, assigned or transferred until the non-employee Director
holding such stock ceases to be a Director, except that the Compensation Committee may permit a transfer of stock
subject to the condition that the Compensation Committee receive evidence satisfactory to it that the transfer is
being made for essentially estate and/or tax planning purposes or a gratuitous or donative purpose and without
consideration.

The plan will remain in effect until terminated by the Board, although no additional shares of common stock may be
issued after the 116,000 shares subject to the plan have been issued.

At February 1, 2007, 78,820 shares of common stock were available for issuance under this plan.
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Stock Option Plans

1992 Stock Option Plan. In May 1992, our stockholders approved and adopted the 1992 Stock Option Plan. The 1992
Plan expired by its own terms on March 1, 2002, but remains effective only for purposes of outstanding options. The
1992 Plan provided for granting to key employees, including officers and Directors who were also key employees of
Parallel, and Directors who were not employees, options to purchase up to an aggregate of 750,000 shares of common
stock. Options granted under the 1992 Plan to employees are either incentive stock options or options which do not
constitute incentive stock options. Options granted to nonemployee Directors are not incentive stock options.

The 1992 Plan is administered by the Board’s Compensation Committee, none of whom were eligible to participate in
the 1992 Plan, except to receive a one-time option to purchase 25,000 shares at the time he or she became a Director.
The Compensation Committee selected the employees who were granted options and established the number of shares
issuable under each option and other terms and conditions approved by the Compensation Committee. The purchase
price of common stock issued under each option is the fair market value of the common stock at the time of grant.

The 1992 Plan provided for the granting of an option to purchase 25,000 shares of common stock to each individual
who was a nonemployee Director of Parallel on March 1, 1992 and to each individual who became a nonemployee
Director following March 1, 1992. Members of the Compensation Committee were not eligible to participate in the 1992
Plan other than to receive a nonqualified stock option to purchase 25,000 shares of common stock as described above.

When the 1992 Plan expired on March 1, 2002, 65,000 shares of common stock remained authorized for issuance under
the 1992 Plan. However, the 1992 Plan prohibited the grant of options after March 1, 2002. Consequently, no additional
options are available for grant under the 1992 Plan.

At February 1, 2007, options to purchase a total of 80,000 shares of common stock were outstanding under the 1992 Plan.

1997 Nonemployee Direciors Stock Option Plan. The 1997 Non-Employee Directors Stock Option Plan was approved by
our stockholders at the annual meeting of stockholders held in May 1997. This plan provides for granting to Directors
who are not employees of Parallel options to purchase up to an aggregate of 500,000 shares of common stock. Options
granted under this plan will not be incentive stock options within the meaning of the Internal Revenue Code.

This plan is administered by the Compensation Committee of the Board of Directors. The Compensation Committee
has sole authority to select the nonemployee Directors who are to be granted options; to establish the number of shares
which may be issued to nonemployee Directors under each option; and to prescribe the terms and conditions of the
options in accordance with the plan. Under provisions of the plan, the option exercise price must be the fair market
value of the stock subject to the option on the grant due. Options are not transferable other than by will or the laws of
descent and distribution and are not exercisable after ten years from the date of grant.

The purchase price of shares as to which an option is exercised must be paid in full at the time of exercise in cash, by
delivering to Parallel shares of stock having a fair market value equal to the purchase price, or a combination of cash
and stock, as established by the Compensation Committee.

Options may not be granted under this plan after March 27, 2007. At February 1, 2007, options to purchase a total of
355,000 shares of common stock were outstanding under this plan.

At February 1, 2007, 17,500 shares of common stock were available for future option grants under this plan.

1998 Stock Option Plan. In June 1998, our stockholders adopted the 1998 Stock Option Plan. The 1998 Plan provides for
the granting of options to purchase up to 850,000 shares of common stock. Stock options granted under the 1998 Plan
may be either incentive stock options or stock options which do not constitute incentive stock options.

The 1998 Plan is administered by the Compensation Committee of the Board of Directors. Members of the Compensation
Committee are not eligible to participate in the 1998 Plan. Only employees are eligible to receive options under the
1998 Plan. The Compensation Committee selects the employees who are granted options and establishes the number
of shares issuable under each option.

Options granted to employees contain terms and conditions that are approved by the Compensation Committee. The
Compensation Committee is empowered and authorized, but is not required, to provide for the exercise of options by
payment in cash or by delivering to Parallel shares of common stock having a fair market value equal to the purchase
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price, or any combination of cash and common stock. The purchase price of common stock issued under each option
must not be less than the fair market value of the common stock at the time of grant. Options granted under the 1998
Plan are not transferable other than by will or the laws of descent and distribution and are not exercisable after ten
years from the date of grant.

Options may not be granted under the 1998 Plan after March 11, 2008. At February 1, 2007, options to purchase a total
of 188,500 shares of common stock were outstanding under this plan.

At February 1, 2007, there were no shares of common stock available for future option grants under the 1998 Stock
Option Plan.

2001 Nonemployee Directors Stock Option Plan. The Parallel Petroleum 2001 Non-employee Directors Stock Option Plan
was approved by our stockholders at the annual meeting of stockholders held in June 2001. This plan provides for
granting to Directors who are not employees of Parallel options to purchase up to an aggregate of 500,000 shares of
common stock. Options granted under the plan will not be incentive stock options within the meaning of the Internal
Revenue Code.

This Plan is administered by the Compensation Committee of the Board of Directors. The Compensation Committee has
sole authority to select the nonemployee Directors who are to be granted options; to establish the number of shares which
may be issued to nonemployee Directors under each option; and to prescribe such terms and conditions as the Committee
prescribes from time to time in accordance with the plan. Under provisions of the plan, the option exercise price must be
the fair market value of the stock subject to the option on the grant date. Options are not transferable other than by will
or the laws of descent and distribution and are not exercisable after ten years from the date of grant.

The purchase price of shares as to which an option is exercised must be paid in full at the time of exercise in cash, by
delivering to Parallel shares of stock having a fair market value equal to the purchase price, or a combination of cash
and stock, as established by the Compensation Committee.

Options may not be granted under this plan after May 2, 2011. At February 1, 2007, options to purchase 375,000 shares
of common stock were outstanding under this plan.

At February 1, 2007, no shares of common stock were available for future option grants under this plan.

Employee Stock Option Plan. In June 2001, our Board of Directors adopted the Parallel Petroleum Employee Stock Option
Plan. This plan authorized the grant of options to purchase up to 200,000 shares of common stock, or less than 1.00% of
our outstanding shares of common stock. Directors and officers are not eligible to receive options under this plan. Only
employees are eligible to receive options. Stock options granted under this plan are not incentive stock options.

This plan was implemented without stockholder approval.

The Employee Stock Option Plan is administrated by the Compensation Committee of the Board of Directors. The
Compensation Committee selects the employees who are granted options and establishes the number of shares
issuable under each option.

Options granted to employees contain terms and conditions that are approved by the Compensation Committee. The
Compensation Committee is empowered and authorized, but is not required, to provide for the exercise of options by
payment in cash or by delivering to Parallel shares of common stock having a fair market value equal to the purchase
price, or any combination of cash and common stock. The purchase price of common stock issued under each option
must not be less than the fair market value of the common stock at the time of grant. Options granted under this plan
are not transferable other than by will or the laws of descent and distribution.

The Employees Stock Option Plan will expire on June 20, 2011. No additional options may be granted under this plan.

At February 1, 2007, options to purchase 200,000 shares of common stock were outstanding under this plan.
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Section 408(k) Retirement Plan

Until December 31, 2004, Parallel maintained under Section 408(k) of the Internal Revenue Code a combination
simplified employee pension and individual retirement account plan for eligible employees. Generally, eligible
employees included all employees who were at least twenty-one years of age.

Effective January 1, 2005, the 408(k) plan was replaced with a new retirement plan under Section 401(k} of the Internal
Revenue Code, as described below, and we ceased making contributions to the 408(k) plan.

Contributions to employee SEP accounts were made at the discretion of Parallel, as authorized by the Compensation
Committee of the Board of Directors. Although the percentage of contributions were permitted to vary from time to time,
the same percentage contribution was required to be made for all participating employees. Parallel was not required to
make annual contributions to the SEP accounts. Under the prototype plan adopted by Parallel, all of the SEP contributions
were required to be made to SEP/IRAs maintained with the sponsor of the plan, a national investment banking firm.
All contributions to employees’ accounts vested immediately and became the property of each employee at the time
of contribution, including employer contributions, income-deferral contributions and IRA contributions. Generally,
earnings on contributions to an employee’s SEP/IRA account are not subject to federal income tax until withdrawn.

In addition to receiving SEP contributions made by Parallel, employees were permitted to make individual annual
IRA contributions of up to the maximum of $13,000 for the year 2004. Maximum total contributions by Parallel and
Parallel’s employees could be no more than $41,000 for the year 2004. In addition to this annual salary deferral limit,
employees reaching age 50 or older during a calendar year could elect to take advantage of a catch-up salary deferral
contribution of up to $2,000 for the year 2004. Each employee is responsible for the investment of funds in his or her
own SEP/IRA and can select investments offered through the sponsor of the plan.

Distributions could be taken by employees at any time and must commence by April 1st following the year in which
the employee attains age 70

Parallel made matching contributions to employee accounts in an amount equal to the contribution made by each
employee, subject to a maximum of 6% of each employee’s salary during any calendar year.

Section 401{k) Retirement Plan

Effective January 1, 2005, we adopted a retirement plan qualifying under Section 401(k) of the Internal Revenue Code.
This plan is designed to provide eligible employees with an opportunity to save for retirement on a tax-deferred basis.
A third party acts as the plan’s administrator and is responsible for the day-to-day administration and operation of the
plan. This plan is maintained on a yearly basis beginning on January 1 and ending on December 31 of each year.

Each employee is eligible to participate in the plan as of the date of his or her employment. An employee may elect to
have his or her compensation reduced by a specific percentage or dollar amount and have that amount contributed to
the plan as a salary deferred contribution. A plan participant’s aggregate salary deferred contributions for a plan year
may not exceed certain statutory dollar limits, which for 2006 was $15,000. In addition to the annual salary deferral
limit, employees who reach age 50 or older during a calendar year can elect to take advantage of a catch-up salary
deferral contribution which, for 2006, was $5,000.The amount deferred by a plan participant, and any earnings on that
amount, are not subject to income tax until actually distributed to the participant.

Each year, in addition to salary deferrals made by a participant, Parallel may contribute to the plan “safe harbor”
contributions and discretionary matching contributions. Matching contributions, if made, will equal a uniform
percentage of a participant’s salary deferrals. The Compensation Committee established a “safe harbor” profit sharing
contribution of 3% and a discretionary matching contribution in an amount not to exceed 3% of a participant’s annual
salary. Each participant will share in discretionary profit sharing contributions, if any, regardless of the amount of
service completed by the participant during the applicable plan year.

Each participant may direct the investment of his or her interest in the plan under established investment direction
procedures setting forth the investment choices available to the participants. Each participant will be entitled to all of
the participant’s account under the plan upon retirement after age 65. Each participant is at all times 100% vested in
amounts attributed to the participant’s salary deferrals and to matching contributions and discretionary profit sharing
contributions made by Parallel. The plan contains special provisions relating to disability and death benefits.
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Participants may borrow from their respective plan accounts, subject to the plan administrator’s determination that the
participant submitting an application for a loan meets the rules and requirements set forth in the written loan program
established by Parallel. Parallel has the right to amend the plan at any time. However, no amendment may authorize
or permit any part of the plan assets to be used for purposes other than the exclusive benefit of participants or their
beneficiaries.

Parallel made matching contributions to employee accounts in an amount equal to the contribution made by each
employee, subject to a maximum of 6% of each employee’s salary during any calendar year. During 2006, Parallel
contributed an aggregate of $240,252 to the accounts of 41 employee participants. Of this amount, $18,000 was allocated
to Mr. Oldham’s account; $9,600 was allocated to Mr. Bayley’s account; $9,600 was allocated to Mr. Rutherford’s
account; $15,000 to Mr. Tiffin’s account; and $10,500 to Mr. Foster’s account.
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The table below shows information as of February 15, 2007 about the beneficial ownership of common stock by:
(1) each person known by us to own beneficially more than five percent of our outstanding common stock; (2) the
executive officers named in the Summary Compensation Table on page 63; (3) each director of Parallel; and (4) all of

our executive officers and directors as a group.

Name and Address
of Beneficial Owner

Amount and Nature
of Beneficial Ownership™

Percent
of Class®

Thomas R. Cambridge
2201 Civic Circle, Suite 216
Amarillo, Texas 79109

Larry C. Oldham
1004 N. Big Spring, Suite 400
Midland, Texas 79701

Martin B. Oring
10817 Grande Blvd.
West Palm Beach, Florida 33417

Ray M. Poage
4711 Meandering Way
Colleyville, Texas 76034

Jeffrey G. Shrader
801 S. Filmore, Suite 600
Amarillo, Texas 79105

Eric A. Bayley
1004 N. Big Spring, Suite 400
Midland, Texas 79701

John 8. Rutherford
1004 N. Big Spring, Suite 400
Midland, Texas 79701

Donald E.Tiffin
1004 N. Big Spring, Suite 400
Midland, Texas 79701

Steven D. Foster
1004 N. Big Spring, Suite 400
Midland, Texas 79701

All Executive Officers and Directors as a Group (9 persons)

*Less than one percent.

1,026,545

897,090

2253149

89,363®

144,2957

203,490@

166,300%

63,2651

46,0000

2,861,662412

(1) Unless otherwise indicated, all shares of common stock are held directly with sole voting and investment powers,

(2) Securities not outstanding, but included in the beneficial ownership of each such person, are deemed to be outstanding for the purpose of
computing the percentage of outstanding securities of the class owned by such person, but are not deemed to be outstanding for the purpose of
computing the percentage of the class owned by any other person. Shares of common stock that may be acquired within sixty days of February

15, 2007 upon exercise of outstanding stock options are deemed to be outstanding.
(3) Includes 726,545 shares of common stock held indirectly through Cambridge Collateral Services, Ltd., a limited partnership of which

271%

2.39%

749%

Mr. Cambridge and his wife are the general partners. Also included are 300,000 shares of common stock underlying presently exercisable stock
options held by Mr. Cambridge. At February 15, 2007, a total of 726,545 shares of common stock were pledged as collateral to secure repayment

of loans.
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{4) Includes 400,000 shares of common stock held indirectly through Oldham Properties, Ltd., a limited partnership, and as to which Mr. Oldham
disclaims beneficial ownership. Also included are 53,500 shares of common stock underlying presently exercisable stock options held by Mr.
Oldham. At February 15, 2007, a total of 366,500 shares of common stock were pledged as collateral to secure repayment of loans.

{5) Of the total number of shares shown, 24,000 shares are held directly by Mr. Oring’s wife; 82,019 shares are held by Wealth Preservation, LLC,
a limited liability company owned and controlled by Mr. Oring and his wife; and 110,000 shares may be acquired by Mr. Oring upon exercise
of steck options held by Mr. Oring.

{6) Includes 20,068 shares of common stock held indirectly by Mr. Poage through his Individual Retirement Account. Also included are 60,000
shares that may be acquired upon exercise of presently exercisable stock options.

(7) Includes 10,000 shares of common stock that may be acquired upon exetcise of a presently exercisable stock option. At February 15, 2007,

a total of 125,000 shares of common stock were pledged as collateral to secure repayment of loans.

(8) Includes 100,000 shares of common stock underlying presently exercisable stock options. A total of 6,790 shares of common stock are held
indirectly by Mr. Bayley through an Individual Retirement Account and Parallel’s 408(k) Plan. At February 15, 2007, a total of 65,000 shares of
common stock were pledged as collateral to secure repayment of loans, The total number of shares shown excludes a warrant to purchase 200
shares of common stock.

(9) Includes 50,000 shares of common stock underlying a presently exercisable stock option. Also included are 7,550 shares held indirectly by
Mr. Rutherford through his 408(k) Plan. At February 15, 2007, a total of 108,750 shares of common stock were pledged as collateral to secure
repayment of loans.

(10) Of the total number of shares shown, 9,350 shares are held indirectly through Mr. Tiffin's individual retirement account. At February 15, 2007,

a total of 50,000 shares of common stock were pledged as collateral to secure repayment of loans.

(11) Includes 400 shares of common stock held by Mr. Foster’s wife and 9,000 shares held in his 408(k) Plan. At February 15, 2007, a total of 25,000

shares of common stock were pledged as collateral to secure repayment of loans.

{12) Includes 683,500 shares of common stock underlying stock options that are presently exercisable. The unexercisable portion of stock options

held by our officers and directors do not become exercisable within the next sixty days.

Equity Compensation Plans

At December 31, 2006, a total of 1,394,820 shares of common stock were authorized for issuance under our equity
compensation plans. In the table below, we describe certain information about these shares and the equity compensation
plans which provide for their authorization and issuance. You can find additional information about our stock grant
and stock option plans beginning on page 70.

Equity Compensation Plan Information
(@) (b) (©)

Number of
securities remaining
available for future

Number of securities to be
issued upon exercise of
outstanding options,

Weighted-average
exercise price of
outstanding options,

issuance under equity
compensation plans
{excluding securities

Plan category warrants and rights warrants and rights reflected in column (a))

Equity compensation plans approved by security holders 998,500 $5.48 96,320%

Equity compensation plans not approved by security holders 300,000% $4.64 —
Total 1,298,500 $5.29 96,320

(1) Includes the following plans: 1992 Stack Option Plan; 1997 Nonemployee Directors Stock Option Plan; 1998 Stock Option Pian; and 2001 Non-
employee Directors Stock Option Plan.

{2} Includes 78,820 shares available for future grant under the 2004 Nen-Employee Director Stock Grant Plan and 17,500 shares available for future
stock option grants under the 1997 Non-Employee Directors Stock Option Plan.

(3) These shares include an aggregate of 200,000 shares of common stock underlying stock opticns granted on June 20, 2001 to non-officer employees
pursuant to Parallel’s Employee Stock Option Plan. The Employee Stock Option Plan is the only equity compensation plan in effect that was
adopted without approval of our stockholders. Directors and officers of Parallel are not eligible to participate in this plan. A description of the
material features of this plan can be found under the caption “Employee Stock Option Plan” on page 72. The total number of shares shown
also includes 100,000 shares of common stock underlying a stock purchase warrant we issued to an investment banking firm in December
2003. These warrants were issued under a financial advisory services agreement with the investment banking firm, and not under employee or
director compensation plans. The warrants are exercisable, in whole or in part, at an exercise price equal to $3.98 per share and are exercisable
at any time during the four-year period commencing on December 23, 2004. All of the warrants contain customary provisions providing for
adjustment of the exercise price and the number and type of securities issuable upon exercise of the warrants if any one or more of certain
specified events occur. The warrants also grant to the holder certain registration rights for the securities issuable upon exercise of the warrants.
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Item 13. Certain Relationships and Related Transactions, and Director independence
Certain Transactions

During 2006, Cambridge Production, Inc. a corporation owned by Mr. Cambridge, served as operator of two wells
on oil and natural gas leases in which we acquired a working interest in 1984. Generally, the operator of a well is
responsible for the day to day operations on the lease, overseeing production, employing field personnel, maintaining
production and other records, determining the location and timing of drilling of wells, administering natural gas
contracts, joint interest billings, revenue distribution, making various regulatory filings, reporting to working interest
owners and other matters. During 2006, Cambridge Production billed us approximately $23,000 for our pro rata
share of lease operating expenses. The largest amount we owed Cambridge Production at any one time during 2006
was approximately $2,300. At December 31, 2006, no amounts were owed by us to Cambridge Production for these
expenses. Our pro rata share of oil and natural gas sales during 2006 from the wells operated by Cambridge Production
was approximately $176,000. Cambridge Production’s billings to us are made monthly on the same basis as all other
working interest owners in the wells.

Cambridge Partnership, Ltd., a limited partnership controlled by Mr. Cambridge, acquired an undivided working
interest in 1999 from Parallel in an oil and natural gas prospect located in south Texas. The interest was acquired on the
same terms as all other unaffiliated working interest owners. Since then, Cambridge Partnership, Ltd. has participated
with us in the drilling and development of this prospect. Cambridge Partnership, Ltd. has participated in these
operations under standard form operating agreements on the same or similar terms afforded by Paraliel to nonaffiliated
third parties. Although Parallel is not the operator of this project, we invoice Cambridge Partnership, Ltd., on a monthly
basis, without interest, for its pro rata share of operating expenses. During 2006, we billed Cambridge Partnership, Ltd.
approximately $3,000 for its proportionate share of lease operating expenses incurred on properties we administer
and Cambridge Partnership, Ltd. paid us approximately $3,000 for its proportionate share of lease operating expenses,
which included approximately $150 attributable to expenses billed to Cambridge Partnership, Ltd. in 2005. The largest
amount owed to us by Cambridge Partnership, Ltd. at any one time during 2006 for its share of lease operating expenses
was approximately $400. At December 31, 2006 Cambridge Partnership, Ltd. owed us approximately $300 for these
expenses. During 2006, we disbursed approximately $8,000 to Cambridge Partnership, Ltd. in payment of revenues
attributable to its pro rata share of the proceeds from sales of oil and natural gas produced from properties in which
Cambridge Partnership, Ltd. and Parallel owned interests.

Cambridge Production, Inc. maintains an office in Amarille, Texas from which Mr. Cambridge performs his duties and
services as Chairman of the Board and as geological consultant to Parallel. We reimburse Cambridge Production, Inc.
$3,000 per month for office and administrative expenses incurred on behalf of Parallel. During 2006 we reimbursed
Cambridge Production, Inc. a total of $36,000.

In December 2001, and prior to his employment with Parallel, Donald E. Tiffin, our Chief Operating Officer, received
from an unaffiliated third party a 3% working interest in our Diamond M project in Scurry County, Texas for services
rendered in connection with assembling the project. In August 2002, shortly after his employment with Parallel, and
due to the personal financial exposure in the Diamond M project and to prevent the interest from being acquired by
a third party, Mr. Tiffin assigned two-thirds of his ownership interest in the project to Parallel at no cost, leaving him
with a 1% working interest. Parallel acquired its initial interest in the Diamond M Project from the same third party
in December 2001, but did not become operator of the project until March 1, 2003. As with other nonaffiliated interest
owners, we invoice Mr. Tiffin on a monthly basis, without interest, for his share of drilling, development and lease
operating expenses. During 2006, we billed Mr. Tiffin a total of approximately $111,000 for his proportionate share of
capital expenditures and lease operating expenses, and Mr. Tiffin paid us approximately $115,000 for these drilling
and development expenses, which included approximately $12,000 attributable to expenses billed to Mr. Tiffin in 2005.
During 2006, we disbursed to Mr. Tiffin approximately $100,000 in oil and natural gas revenues related to his interest
in this project. The largest aggregate amount outstanding and owed to us by Mr. Tiffin at any one time during 2006 was
approximately $36,000. At December 31, 2006, Mr. Tiffin owed us approximately $8,000.

We believe the transactions described above were made on terms no less favorable than if we had entered into the
transactions with an unrelated party.
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Director Independence

Under the Delaware General Corporation Law and our bylaws, Parallel’s business, property and affairs are managed
by or under the direction of the Board of Directors. Members of the Board are kept informed of our business through
discussions with the Chairman of the Board, the Chief Executive Officer and other officers, by reviewing materials
provided to them and by participating in meetings of the Board and its committees. Throughout 2006, we had six
directors serving on our Board of Directors, including Thomas R. Cambridge, Dewayne E. Chitwood, Larry C. Oldham,
Martin B. Oring, Ray M. Poage and Jeffrey G. Shrader. As reported in our Current Report on Form 8-K dated January 24,
2007, Mr. Chitwood resigned from the Board on January 24, 2007. Messrs. Cambridge, Oldham, Oring, Poage and
Shrader continue to serve as Directors.

The Board has determined that Mr. Oring, Mr. Poage and Mr. Shrader meet the definition of an “independent director”
for the purposes of NASD Rule 4200(a)(15), the independence standards applicable to us, and that Mr. Chitwood
was also “independent” while serving on the Board. The Board based these determinations primarily on responses
of the Directors to questions regarding employment and compensation history, affiliations and family and other
relationships, comparisons of the independence criteria under NASD Rule 4200(a)(15) to the particular circumstances
of each Director and on discussions among the directors.

Martin B. Oring, a director of Parallel, and his wife are the owners and managing members of Wealth Preservation, LLC,
a financial consulting services firm. One of Wealth Preservation’s former clients, Stonington Corporation, was engaged
by us in November 2001 for the purpose of obtaining general corporate financial advisory services and financial
advisory services in the placement of debt or equity securities. Under our November 2001 agreement with Stonington,
we issued to Stonington a five-year warrant to purchase 275,000 shares of common stock at an exercise price of $2.95
per share, the fair market value of our common stock on the date the warrant was issued. The expiration date of
the warrant was November 20, 2006. As we have previously reported, under terms of Wealth Preservation’s August
2001 consulting agreement with Stonington, which was terminated in December 2002, Wealth Preservation became
entitled to receive one-third of the warrant that we issued to Stonington on November 20, 2001. After giving affect
to anti-dilution provisions contained in the warrant, the warrant held by Wealth Preservation entitled it to purchase
95,187 shares of common stock at an exercise price of $2.84 per share. Utilizing a “cashless exercise” feature in the
warrant, Wealth Preservation exercised the warrant on October 25, 2006 and a total of 82,019 shares of common stock
were issued to Wealth Preservation. In considering and determining Mr. Oring’s independence, the Audit Committee
reviewed and took into account Wealth Preservation’s exercise of the warrant.

Procedures for Reviewing Certain Transactions
We have adopted a written policy for the review, approval or ratification of related party transactions. All of our
officers, directors and employees are subject to the policy. Under this policy, the Audit Committee reviews all related
party transactions for potential conflicts of interest situations. Generally, our policy defines a “related party transaction”
as a transaction in which we are a participant and the amount involved exceeds $10,000, and in which a related party
has an interest. A “related party” is:

¢ a director or officer of Parallel or a nominee to become a director;

* an owner of more than 5% of our outstanding common stock;

* certain family members of any of the above persons; and

» any entity in which any of the above persons is employed or is a partner or principal or in which such person

has a 5% or greater ownership interest.

Approval Procedures. Before entering into a related party transaction, the related party or the department within Parallel
responsible for the potential transaction must notify the Audit Committee of the facts and circumstances of the
proposed transaction, including;:

* the related party's relationship to Parallel and interest in the transaction;

* the material terms of the proposed transaction;

* the benefits to Parallel of the proposed transaction;
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* the availability of other sources of comparable properties or services; and

¢ whether the proposed transaction is on terms comparable to terms available to an unrelated third party or to
employees generally.

The Audit Committee will then consider all of the relevant facts and circumstances available to it, including the matters
described above and, if applicable, the impact on a director's independence. No member of the Audit Committee is
permitted to participate in any review, consideration or approval of any related party transaction if such member or any
of his or her immediate family members is the related party. After review, the Audit Committee may approve, modify
or disapprove the proposed transaction. The Audit Committee will approve only those related party transactions that
are in, or are not inconsistent with, the best interests of Parallel and its stockholders.

Ratification Procedures. If an officer or director of Parallel becomes aware of a related party transaction that has not been
previously approved or ratified by the Audit Committee then, if the transaction is pending or ongoing, the transaction
must be submitted to the Audit Committee and the Audit Committee will consider the matters described above.
Based on the conclusions reached, the Audit Committee will evaluate all options, including ratification, amendment
or termination of the related party transaction. If the transaction is completed, the Audit Committee will evaluate the
transaction, taking into account the same factors as described above, to determine if rescission of the transaction or
any disciplinary action is appropriate, and will request that we evaluate our controls and procedures to determine the
reason the transaction was not submitted to the Audit Committee for prior approval and whether any changes to the
procedures are recommended.

Iltem 14. Principal Accountant Fees and Services

The Audit Committee had not, as of the time of filing this Annual Report on Form 10-K with the Securities and
Exchange Commission, adopted policies and procedures for pre-approving audit or permissible non-audit services
performed by our independent auditors. Instead, the Audit Committee as a whole has pre-approved all such services.
In the future, our Audit Committee may approve the services of our independent auditors pursuant to pre-approval
policies and procedures adopted by the Audit Committee, provided the policies and procedures are detailed as to the
particular service, the Audit Committee is informed of each service, and such policies and procedures do not include
delegation of the Audit Committee’s responsibilities to our management.

The aggregate fees for professional services rendered by our principal accountants, BDO Seidman, LLP, for 2006 and
2005 were:

Types of Fees ($ in thousands) 2006 2005
Audit fees 54690 $378@
Audit-related fees 52 5
Tax fees - —
All other fees —_ —
Total $521 $ 383

(1) Such amount includes $160,000 for professional services rendered in connection with the audit of our internal control over financial reporting
under Section 404 of the Sarbanes-Oxley Act of 2002. This amount includes associated expenses in the amount of approximately $31,000.

(2) Such amount includes $160,000 for professional services rendered in connection with the audit of our internal control over financial reporting
under Section 404 of the Sarbanes-Oxley Act of 2002. This amount includes associated expenses in the amount of approximately $20,000.
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We retained an independent third party to assist us in our Sarbanes-Oxley 404 readiness and assessment of internal control
over financial reporting. The aggregate fees for services provided in connection with the internal control over financial
reporting for 2006 and 2005 were approximately $67,000 and $85,000, respectively, including associated expenses.

In the above table, “audit fees” are fees we paid for professional services for the audit of our Consolidated Financial
Statements included in our Annual Report on Form 10-K and for the review of our Consolidated Financial Statements
included in our Quarterly Reports on Form 10-Q, or for services that are normally provided by our principal
accountants in connection with statutory and regulatory filings or engagements and fees for Sarbanes-Oxley 404 audit
work. “Audit-related fees” are fees billed for assurance and related services in connection with acquisition transactions
and related regulatory filings.

We estimate that personnel other than full time permanent employees of BDO Seidman, LLP performed 30% of the
total hours expended to audit our Consolidated Financial Statements.
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PART IV

Iltem 15. Exhibits and Financial Statement Schedules

The following documents are filed as part of this report:

{a)(1) and (a)(2) Financial Statement and Financial Statement Schedules

For a list of Consolidated Financial Statements and Schedules, see “Index to the
Consolidated Financial Statements” on page 84, and incorporated herein by reference.

(a}3) Exhibits
See Item 15(b} below.
(b) Exhibits:

A list of exhibits to this Annual Report on Form 10-K is set forth below.

No. Description of Exhibit

31 Certificate of Incorporation of Registrant (Incorporated by reference to Exhibit 3.1 to Form 10-Q of the Registrant for the
fiscal quarter ended June 30, 2004)

*3.2 Bylaws of Registrant

33 Certificate of Formation of Parallel, L.L.C. (Incorporated by reference to Exhibit No. 3.3 of the Registrant’s Registration
Statement on Form S-3, No. 333-119725 filed on October 13, 2004}

34 Limited Liability Company Agreement of Parallel, L.L.C. (Incorporated by reference to Exhibit No. 3.4 of the Registrant's
Statement on Form 5-3, No. 333-119725 filed on October 13, 2004)

3.5 Certificate of Limited Partnership of Parallel, L.P. (Incorporated by reference to Exhibit No. 3.5 of the Registrant's
Registration Statement on Form S-3, No. 333-119725 filed on QOctober 13, 2004)

3.6 Agreement of Limited Partnership of Parallel, L.P. (Incorporated by reference to Exhibit No. 3.6 of the Registrant's
Registration Statement on Form S-3, No. 333-119725 filed on October 13, 2004)

4.1 Certificate of Designations, Preferences and Rights of Serial Preferred Stock — 6% Convertible Preferred Stock
(Incorporated by reference to Exhibit 4.1 of Form 10-Q of the Registrant for the fiscal quarter ended June 30, 2004)

4.2 Certificate of Designation, Preferences and Rights of Series A Preferred Stock (Incorporated by reference to Exhibit 4.2
of Form 10-K of the Registrant for the fiscal year ended December 31, 2000)

4.3 Rights Agreement, dated as of October 5, 2000, between the Registrant and Computershare Trust Company, Inc.,
as Rights Agent (Incorporated by reference to Exhibit 1 of Form 8-A of the Registrant filed with the Securities and
Exchange Commission on October 10, 2000)

4.4 Form of common stock certificate of the Registrant (Incorporated by reference to Exhibit No. 4.6 of the Registrant's
Registration Statement on Form 5-3, No. 333-119725 filed on October 13, 2004)

4.5 Warrant Purchase Agreement, dated November 20, 2001, between the Registrant and Stonington Corporation
(Incorporated by reference to Exhibit 4.7 of Form 10-K of the Registrant for the fiscal year ended December 31, 2004)

4.6 Warrant Purchase Agreement, dated December 23, 2003, between the Registrant and Stonington Corporation
(Incorporated by reference to Exhibit 4.8 of Form 10-K of the Registrant for the fiscal vear ended December 31, 2004)

*4.7 Purchase Warrant Agreement, dated as of October 1, 1980, between the Registrant and American Stock Transfer, Inc.

*4.8 First Amendment to Warrant Agreement, dated as of February 22, 2007, among the Registrant, Computershare
Shareholder Services, Inc. and Computershare Trust Company, N.A.
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101

10.2

10.3

*10.4
10.5

10.6

*10.7
108

10.9

10.10

10.11

10.12

1013

10.14

10.15

10.16

10.17

Executive Compensation Plans and Arrangements (Exhibit No.’s 10.1 through 10.7):

1992 Stock Option Plan (Incorporated by reference to Exhibit 10.1 of Form 10-K of the Registrant for the fiscal year
ended December 31, 2004)

Merrill Lynch, Pierce, Fenner & Smith Incorporated Prototype Simplified Employee Pension Plan (Incorporated by
reference to Exhibit 10.6 of the Registrant’s Form 10-K for the fiscal year ended December 31, 1995)

Non-Employee Directors Stock Option Plan (Incorporated by reference to Exhibit 10.3 of the Registrant’s Form 10-Q of
the Registrant for the fiscal quarter ended June 30, 2005}

1998 Stock Option Plan

2001 Non-Employee Directors Stock Option Plan {Incorporated by reference to Exhibit 10.7 of the Registrant’s Form
10-Q Report for the fiscal quarter ended March 31, 2004)

2004 Non-Employee Director Stock Grant Plan (Incorporated by reference to Exhibit 10.1 of the Registrant’s Form 8-K
Report dated September 22, 2004)

Incentive and Retention Plan

First Amended and Restated Credit Agreement, dated December 20, 2002, by and among Parallel Petroleum Corporation,
Parallel, L.P, Parallel, L.L.C., First American Bank, SSB, Western National Bank and BNP Paribas (Incorporated by refer-
ence to Exhibit 10.2 of Form 8-K of the Registrant, dated December 20, 2002)

Guaranty dated December 20, 2002, between Parallel, L.L.C. and First American Bank, S5B, as Agent (Incorporated by
reference to Exhibit 10.3 of Form 8-K of the Registrant, dated December 20, 2002)

First Amendment to First Amended and Restated Credit Agreement, dated as of September 12, 2003, by and among
Parallel Petroleum Corporation, Parallel, L.I%, Parallel, L.L.C., First American Bank, S5B, Western National Bank,
and BNP Paribas (Incorporated by reference to Exhibit 10.29 of Form 10-Q of the Registrant for the quarter ended
September 30, 2003)

Second Amended and Restated Credit Agreement, dated September 27, 2004, by and among Parallel Petroleum
Corporation, Parallel, L.P, Parailel, L.L.C., First American Bank, SSB, BNP Paribas, Citibank, ES.B. and Western
National Bank {Incorporated by reference to Exhibit 10.1 of the Registrant’s Form 8-K Report dated September 27, 2004
and filed with the Securities and Exchange Commission on October 1, 2004)

Agreement of Limited Partnership of West Fork Pipeline Company LP (Incorporated by reference to Exhibit 10.21 of
Form 10-K of the Registrant for the fiscal year ended December 31, 2004)

First Amendment to Second Amended and Restated Credit Agreement, dated as of December 27, 2004, by and among
Parallel Petroleum Corporation, Parallel, L., Parallel, L.L.C., First American Bank, SSB, BNP Paribas, Citibank, ES.B.
and Western National Bank (Incorporated by reference to Exhibit 10.1 of the Registrant’s Form 8-K Report dated
December 30, 2004 and filed with the Securities and Exchange Commission on December 30, 2004)

Second Amendment to Second Amended and Restated Credit Agreement, dated as of April 1, 2005, by and among
Parallel Petroleum Corporation, Parallel, L.I%, Parallel, L.L.C., First American Bank, SSB, BNP Paribas, Citibank, F.S.B.
and Western National Bank (Incorporated by reference to Exhibit 10.1 of the Registrant'’s Form 8-K Report dated
April 4, 2005 and filed with the Securities and Exchange Commission on April 8, 2005)

Third Amendment to Second Amended and Restated Credit Agreement (Incorporated by reference to Exhibit 10.1 of
the Registrant's Form 8-K Report dated October 4, 2005 and filed with the Securities and Exchange Commission on
October 20, 2005)

Purchase and Sale Agreement, dated as of October 14, 1005, among Parallel, L.P, Lynx Production Company, Inc., Elton
Resources, Inc., Cascade Energy Corporation, Chelsea Energy, Inc., William P. Sutter, Trustee, William P. Sutter Trust,
J. Leroy Bell, E. L. Brahaney, Brent Beck, Cavic Interests, LLC and Stanley Talbott (Incorporated by reference to Exhibit
10.2 of the Registrant's Form 8-K Report dated October 14, 2005 and filed with the Securities and Exchange Commission
on October 20, 2005)

Ancillary Agreement to Purchase and Sale Agreement, dated October 14, 2005, between Parallel, L.P. and Lynx
Production Company, Inc. {Incorporated by reference to Exhibit 10.3 of the Registrant’s Form 8-K Report dated October
14, 2005 and filed with the Securities and Exchange Commission on October 20, 2005)
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Guarantee of Parallel, L.P, dated October 13, 2004 (Incorporated by reference to Exhibit 10.4 of the Registrant’s Form
8-K Report dated October 14, 2005 and filed with the Securities and Exchange Commission on October 20, 2005)

ISDA Master Agreement, dated as of October 13, 2005, between Parallel, L.P. and Citibank, N.A. (Incorporated by
reference to Exhibit 10.5 of the Registrant’s Form 8-K Report dated October 14, 2005 and filed with the Securities and
Exchange Commission on October 20, 2005)

Third Amended and Restated Credit Agreement, dated as of December 23, 2005, among Parallel Petroleum Corporation,
Paraliel, L.P,, Parallel, L.L.C. and Citibank Texas, N.A., BNP Paribas, CitiBank F.S.B., Western National Bank, Compass
Bank, Comerica Bank, Bank of Scotland and Fortis Capital Corp. {Incorporated by reference to Exhibit No. 10.1 of the
Registrant’s Form 8-K Report, dated December 23, 2005, as filed with the Securities and Exchange Commission on
December 30, 2005}

Second Lien Term Loan Agreement, dated November 15, 2005, among Parallel Petroleum Corporation, Parallel, L.P,
BNP Paribas and Citibank Texas, N.A. {Incorporated by reference to Exhibit No. 10.4 of the Registrant’s Form 8-K
Report, dated November 15, 2005, as filed with the Securities and Exchange Commission on November 21, 2005)

Intercreditor and Subordination Agreement, dated November 15, 2005, among Citibank Texas, N.A., BNP Paribas,
Parallel Petroleum Corporation, Parallel, L.P. and Parallel, L.L.C. (Incorporated by reference to Exhibit No. 10.5 of the
Registrant’s Form 8-K Report, dated November 15, 2005, as filed with the Securities and Exchange Commission on
November 21, 2005)

Guaranty, dated as of December 23, 2005, made by Parallel, L.L.C. to and in favor of Citibank Texas, N.A.

Third Amended and Restated Pledge Agreement, dated as of December 23, 2005, between Parallel, L.L.C. and Citibank
Texas, N.A.

Second Lien Guarantee and Collateral Agreement, dated as of November 15, 2005, made by Parallel Petroleum
Corporation and Parallel, L.F. to and in favor of BNP Paribas

Code of Ethics {Incorporated by reference to Exhibit No. 14 of the Registrant’s Form 10-K Report for the fiscal year
ended December 31, 2003 and filed with the Securities and Exchange Commission on March 22, 2004)

Subsidiaries (Incorporated by reference to Exhibit No. 21 of the Registrant’s Form 10-K Report for the fiscal year ended
December 31, 2003 and filed with the Securities and Exchange Commission on March 22, 2004)

Consent of BDO Seidman, LLP
Consent of Cawley Gillespie & Associates Inc. Independent Petroleum Engineers

Certification of Principal Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

Certification of Principal Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

Certification of Chief Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002.

Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002.

*Filed herewith.
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Report of independent Registered Public Accounting Firm

Board of Directors
Parallel Petroleum Corporation
Midland, Texas

We have audited the accompanying consolidated balance sheets of Parallel Petroleum Corporation as of December 31,
2006 and 2005 and the related consolidated statements of operations, comprehensive income {loss), stockholders’
equity, and cash flows for each of the three years in the period ended December 31, 2006. These financial statements
are the responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the Consolidated Financial Statements referred to above present fairly, in all material respects, the
financial position of Parallel Petroleum Corporation at December 31, 2006 and 2005, and the results of its operations
and its cash flows for each of the three years in the period ended December 31, 2006 in conformity with accounting
principles generally accepted in the United States of America.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of Parallel Petroleum Corporation’s internal control over financial reporting as of
December 31, 2006, based on criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO) and our report dated February 27, 2007, expressed an
unqualified opinion thereon.

BDO Seidman, LLP
Houston, Texas
February 27, 2007
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Consolidated Balance Sheets
December 31, 2006 and 2005 (dollars in thousands) 2006 2005
Assets
Current assets:
Cash and cash equivalents $ 5,910 $ 6418
Accounts receivable:
Qil and natural gas sales 18,605 13,183
Joint interest owners and other, net of allowance for doubtful account of $80 and $9 10,539 877
Affiliates 8 12
29,152 14,072
Other current assets 2,863 2,364
Deferred tax asset 4,340 5,241
Total current assets 42,265 28,095
Property and equipment, at cost:
Oil and natural gas properties, full cost method (including $50,375 and $22,328 not subject to depletion) 501,405 303,819
Other 2,614 2,404
504,019 306,223
Less accumulated depreciation, depletion and amortization (115,513) (90,826)
Net property and equipment 388,506 215,397
Restricted cash 325 2,640
Investment in pipelines and gathering system ventures 6,454 3,326
Other assets, net of accumulated amortization of $760 and $901 5,268 3,550
$442,818 $253,008
Liahilities and Stockhalders’ Equity
Current liabilities:
Accounts payable and accrued liabilities $ 36,171 $ 10,81
Asset retirement obligations 701 214
Derivative obligations 14,109 16,607
Total current liabilities 50,981 27,662
Revolving credit facility 115,000 50,000
Term loan 50,000 50,000
Asset retirement obligations 4,362 2,281
Derivative obligations 14,386 25,527
Deferred tax liability 24,307 8.036
Total long-term liabilities 208,055 135,844
Commitments and contingencies (Note 13)
Stockholders’ equity:
Series A preferred stock — par value $0.10 per share, authorized 50,000 shares — —
Preferred stock — 6% convertible preferred stock — par value of $0.10 per share,
(liquidation preference of $10 per share) authorized, 10,000,000 shares - —
Common stock — par value $0.01 per share, authorized 60,000,000 shares,
issued and outstanding 37,547,010 and 34,748,916 375 347
Additional paid-in capital 140,353 78,699
Retained earnings 43,054 16,899
Accumulated other comprehensive loss — (6443)
Total stockholders’ equity 183,782 89,502
$442,818 $253,008

See accompanying Notes to Consolidated Financial Statements.
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Consolidated Statements of Operations

PARALLEL PETROLEUM 2006 ANNUAL REPORT

Years ended December 31, 2006, 2005 and 2004 (dollars in thousands, except per share data) 2006 2005 2004
Qil and natural gas revenues:
Oil and natural gas sales $ 97,025 $ 66,150 $ 35,837
Cost and expenses:
Lease operating expense 16,819 9,947 7,373
Production taxes 5,577 4,102 2,108
General and administrative 9,523 6,712 5,378
Depreciation, depletion and amortization 24,687 12,044 8,712
Total costs and expenses 56,606 32,805 23,571
Operating income 40419 33,345 12,266
Other income (expense), net:
Gain (loss) on derivatives not classified as hedges 2,802 (31,669) {(5,726)
Gain (loss) on ineffective portion of hedges 626 (137) (240)
Interest and other income 158 167 189
Interest expense (12,360) (4,780) (2,732)
Other expense (189) (102) (324)
Equity in income {loss) of pipelines and gathering system ventures 8,593 (89) —
Total other income (expense), net (370) (36,610) (8,833)
Income (loss) before income taxes 40,049 (3,265) 3,433
Income tax benefit (expense) (13,894) 1,676 (1,162)
Net income {loss) 26,155 (1,589} 2,271
Cumulative preferred stock dividend — (271) (572)
Net income {loss} available to common stockholders $ 26,155 $ (1,860) $ 1,699
Net income {loss) per common share:
Basic $ 073 % (0.06) $ 007
Diluted § 071 § (006) $ 007

See accompanying Notes to Consolidated Financial Statements.
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Consolidated Statements of Stockholders’ Equity
Years ended December 31, 2006, 2005 and 2004
Preferred Stock Common Stock Accurnulated
Additional Other Total

Number Number Paid-in Retained Comprehensive Stockholders”
(amounts in thousands) of Shares Amount of Shares Amount Capital Earnings Loss Equity
Balance,

January 1, 2004 960 $96 25,217 $253 § 4754 $17,060 $(3,721) § 61,232
Comumon stock issued for services — — 21 — 9 — -_ 9
Preferred stock converted (10) 1} 27 — 1 — — —
Options exercised, including

income tax benefit of $177 - - 174 1 522 — — 523
Deferred stock offering costs - — — - 7 - - @)
Stock option expense - - — — 169 - — 169
Changes in fair value of

cash flow hedges, net of tax — — — — — — (3,721) (3,721)
Net income — — — — — 2,271 — 2,271
Dividends on preferred stock

($0.60 per share) - - - - - (572) — (572)

Balance,

December 31, 2004 950 $95 25,439 $254 $ 487328 $18,759 §(7,442) $ 59,994
Common stock issued,

net of transaction costs — — 5,750 58 27,686 —_ —_— 27,744
Common stock issued for servicess — — 12 — 9 — - 99
Preferred stock converted (950) (95) 2,714 27 68 — — —_
Cashless exercise of warrants — — 120 1 n — — —
Options exercised, including

income tax benefit of $44 — —_ 714 7 2,241 — — 2,248
Stock option expense - — — —- 278 - - 278
Changes in fair value of

cash flow hedges, net of tax — — - - — — 999 999
Net income (loss) — — — — — (1,589 - (1,589
Dividends on preferred stock

{$0.60 per share) — — — — — {271) — (271)

Balance,

December 31, 2005 _— $— 34,749 $347 $ 78,699 $16,899 $ (6,443) $ 89502
Common stock issued,

net of transaction costs — -— 2,500 25 60,242 — — 60,267
Common stock issued for services — - 5 — 118 — - 118
Cashless exercise of warrants - — 117 1 (1) — - -
Options exercised, including

income tax benefit of $180 — — 176 2 764 — — 766
Stock option expense - — — — 531 - - 53
Changes in fair value of cash

flow hedges, net of tax — - - — — — 6,443 6,443
Net income — - - — — 26,155 — 26,155

Balance,
December 31, 2006 - 5— 37,547 $375 $ 140,353 $43,054 $ — $183,782

See accompanying Notes to Consolidated Financial Statements.
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Consolidated Statements of Cash Flows

Years ended December 31, 2006, 2005 and 2004 (dollars in thousands) 2006 2005 2004
Cash flows from cperating activities:
Net income (loss) $ 26,155 $ (1,589) $ 2271
Adjustments to reconcile net income (loss) to net cash provided by operating activities:
Depreciation, depletion and amortization 24,687 12,044 8,712
Accretion of asset retirement obligation 248 12 92
Deferred income tax 13,894 (1,676) 1,162
{Gain) loss on derivatives not classified as hedges {(2,802) 31,669 5,726
{(Gain) loss on ineffective portion of hedges (626} 137 240
Common stock issued for directors fees 118 99 99
Stock option expense 531 278 169
Equity {income) loss in pipelines and gathering system ventures (8,593) — —
Return on investment in pipelines and gathering system ventures 9,000 59 —
Bad debt expense 71 — —
Changes in assets and liabilities:
Other assets, net 1,567 (823) 163
Restricted cash {(50) (274) —
Increase in accounts receivable (15,151) (7,034) 2,112)
(Increase) decrease in other current assets (153) (1,187) 3
Increase in accounts payable and accrued liabilities 25,330 5,273 1,603
Federal tax deposit (40) — —
Net cash provided by operating activities 74,186 37018 18,156
Cash flows from investing activities:
Additions to oil and natural gas properties (195,396) (77,351) (67,911)
Restricted cash 2,366 (79) (2,287}
Proceeds from disposition of oil and natural gas properties 130 3,028 1,625
Additions to other property and equipment (210) (342) (647}
Settlements of derivative instruments (3,902) (5,022) -
Purchase of derivative instruments — (2,363) _—
Investment in pipelines and gathering system ventures {11,260) {2,820) {298}
Return of investment in pipelines and gathering system ventures 7,724 — —
Net cash used in investing activities (200,548) (84,949) (69,518)
Cash flows from financing activities:
Borrowings from bank line of credit 117,000 45,714 53,325
Payments on bank line of credit (52,000} (74,714) (14,075)
Deferred financing costs 179) (1,253) (429)
Borrowings from term loan — 50,000 —
Proceeds from exercise of stock options 766 2,248 523
Proceeds (net) from common stock issued 60,267 27,744 —
Payment of preferred stock dividend — 271) {(572)
Deferred stock offering costs — — ¥4
Net cash provided by financing activities 125,854 49,468 38,765
Net increase (decrease) in cash and cash equivalents (508) 1,637 (12,597)
Cash and cash equivalents at beginning of year 6,418 4,781 17,378
Cash and cash equivalents at end of year $ 50910 3 6418 $ 4,781
Non-cash financing and investing activities:
Oil and natural gas properties asset retirement obligation 5 2320 $ 251 $ 338
Other transactions:
Interest paid $ 12,540 $ 5422 $ 1,708

See accompanying Notes to Consolidated Financial Statements.
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Consolidated Statements of Comprehensive Income (Loss)
Years ended December 31, 2006, 2005 and 2004 (dollars in thousands) 2006 2005 2004
Net income (loss) $ 26,155 $ (1,589} § 2271
Other comprehensive income {loss):
Unrealized losses on derivatives (1,648) (10,980) (14,357}
Reclassification adjustment for losses
on derivatives included in net income (loss) 11,409 12,494 8,719
Change in fair value of derivatives 9,761 1,514 (5,638)
Income tax benefit (expense), deferred {3,318) {515) 1,917
Tota? other comprehensive income (loss) 6,443 999 (3,721
Total comprehensive income {loss) $32,598 $  (590) $ (1,450)
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Notes to Consolidated Financial Statements

{1) Organization, Business and Summary of Significant Accounting Policies

() Basis of Consolidation

The accompanying financial statements present the consolidated accounts of Parallel Petroleum Corporation,
a Delaware Corporation, and its wholly owned subsidiaries, Parallel L.P. and Parallel, L.L.C. {(collectively “the
Company” or Parallel). All significant inter-company account balances and transactions have been eliminated.

The Company accounts for its interests in oil and natural gas joint ventures and working interests using the
proportionate consolidation method. Under this methed, the Company records its proportionate share of assets,
liabilities, revenues and expenses.

{(b) Nature of Operations

The Company’s focus is on the acquisition, development and exploitation of long-lived oil and natural gas reserves
and, to a lesser extent, exploration for new oil and natural gas reserves. The Company’s business activities are currently
carried out primarily in Texas and New Mexico. The Company's activities are focused in the Permian Basin of west
Texas and New Mexico, the Fort Worth Basin of north Texas and the onshore Gulf Coast area of south Texas. The
Company is actively evaluating, leasing, drilling and preparing to drill new projects located in the Cotton Valley Reef
trend of east Texas and the Uinta Basin of Utah.

(c} Concentration of Credit Risk

Financial instruments that potentially expose the Company to concentrations of credit risk consist primarily
of unsecured accounts receivable from unaffiliated working interest owners and crude oil and natural gas purchasers.
A substantial portion of Parallel’s oil and natural gas reserves are located in the Permian Basin and the Company may
be disproportionally exposed to the impact of delays or interruptions of production from these wells due to mechanical
problems, damages to the current producing reservoirs and significant governmental regulation, including any
curtailment of production or interruption of transportation of oil or natural gas produced from the wells.

(d) Property and Equipment

Oil and Natural Gas Properties

The Company uses the full cost method of accounting for its oil and natural gas producing activities. Accordingly,
all costs associated with acquisition, exploration, and development of oil and natural gas reserves, including directly
related overhead costs, are capitalized.

Management and service fees received under contractual arrangements, if any, are treated as reimbursement of costs,
offsetting the costs incurred to provide those services. Specifically, from time to time, the Company serves as operator
of its oil and natural gas properties in which it owns an interest. Under operating agreements naming the Company
as operator, the Company is reimbursed for certain specified direct charges and overhead charges. Amounts received
in reimbursement for drilling activities are applied as a reduction to Parallel’s capital costs, and amounts received in
reimbursement for producing activities are applied to reduce the Company’s general and administrative expenses.

Depletion is provided using the unit-of-production method based upon estimates of proved oil and natural gas reserves
with oil and natural gas production being converted to a common unit of measure based upon their relative energy
content. Investments in unproved properties and major development projects are not amortized until proved reserves
associated with the projects can be determined or until impairment occurs. If the results of an assessment indicate that
the properties are impaired, the amount of the impairment is added to the capitalized costs to be amortized. Once
the assessment of unproved properties is complete and when major development projects are evaluated, the costs
previously excluded from amortization are transferred to the full cost pool and amortization begins.

If the net investment in oil and natural gas properties in a cost center, as adjusted for asset retirement obligations,
exceeds an amount equal to the sum of (1) the standardized measure of discounted future net cash flows from proved
reserves (see Note 16) and (2) the lower of cost or fair market value of properties in process of development and
unexplored acreage, the excess is charged to expense as additional depletion. The standardized measure is calculated
using a 10% discount rate and is based on unescalated prices in effect at year-end with effect given to the Company’s
cash flow hedge positions.
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Sales of proved and unproved properties are accounted for as adjustments of capitalized costs with no gain or loss
recognized, unless such adjustments would significantly alter the relationship between capitalized costs and proved
oil and natural gas reserves, in which case the gain or loss is recognized in income.

Other Property and Equipment
Maintenance and repairs are charged to operations. Renewals and betterments are capitalized to the appropriate
property and equipment accounts.

Upon retirement or disposition of assets other than cil and natural gas properties, the cost and related accumulated
depreciation are removed from the accounts with the resulting gains or losses, if any, recognized in income. Depreciation
of other property and equipment is computed using the straight-line method based on the estimated useful lives of the
property and equipment.

(e} Income Taxes

The Company accounts for federal income taxes using the liability method. Under the liability method, deferred
tax assets and liabilities are recognized for the future tax consequences attributable to differences between financial
statement carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and
liabilities are measured using enacted tax rates expected to apply to taxable income in the years in which those
temporary differences are expected to be recovered or settled. Under the liability method, the effect on previously
recorded deferred tax assets and liabilities resulting from a change in tax rates is recognized in earnings in the period
in which the change is enacted.

(f) Investments

Investments in affiliated companies with a 20% to 50% ownership interest are accounted for under the equity method
and, accordingly, net income includes the Company’s proportionate share of their income or loss. In addition, the
Company has an investment in a joint venture which is accounted for by the equity method because the Company does
not have effective control or voting interest although the Company owns approximately 76 %% of the joint venture
economic interest.

(g) Stock-Based Compensation :

Parallel accounts for its stock based compensation using the prospective method under Statement of Financial Accounting
Standards No. 123 (“SFAS 123”). Under this method, the fair values of all options granted since 2003 have been reflected
as compensation expense over the periods in which the services are rendered.

Parallel adopted SFAS 123(R) effective January 1, 2006, and is applying the modified prospective method, whereby
compensation cost associated with the unvested portion of awards granted during the period of June 2001 to December
2002 will be recognized over the remaining vesting period. No options that were granted prior to June 2001 remain
unvested at January 1, 2006. Under this method, prior periods are not revised for comparative purposes.

(h) Environmental Expenditures

The Company is subject to extensive federal, state and local environmental laws and regulations. These laws regulate
the discharge of materials into the environment and may require the Company to remove or mitigate the environmental
effects of the disposal or release of petroleum or chemical substances at various sites. Environmental expenditures are
expensed or capitalized depending on their future economic benefit. Expenditures that relate to an existing condition
caused by past operations and that have no future economic benefits are expensed.

Liabilities for expenditures of a noncapital nature are recorded when environmental assessment and or remediation is
probable, and the costs can be reasonably estimated. Such liabilities are generally undiscovered unless the timing of
cash payments for the liability or component are fixed or reliably determinable.

(i) Earnings Per Share

Basic earnings per share excludes any dilutive effects of options, warrants and convertible securities and is computed
by dividing income available to common stockholders by the weighted average number of common shares outstanding
for the period. Diluted earnings per share are computed similar to basic earnings per share; however, diluted earnings
per share reflect the assumed conversion of all potentially dilutive securities.
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The following table provides the computation of basic and diluted earnings per share for the year ended December 31:

(% in thousands except per share data) 2006 2005 2004
Basic EPS Computation:
Numerator -
Net income (loss) $26,155 $ (1,589) $ 2271
Preferred stock dividend — (271) {572)
Net income (loss) available to common stockholders 26,155 (1,8600 1,699
Denominator -

Weighted average common shares outstanding 35,888 32,233 25,323
Basic earnings (loss) per share 5 073 $ {0.06) $ 007
Diluted EPS Computation:

Numerator —
Net income {loss) $26,155 $ (1,589) $2,271
Preferred stock dividend — 271) {(572)
Net income (loss) available to common stockholders $26,155 $ {1,8600 $ 1,699
Denominator -

Weighted average common shares outstanding 35,888 32,253 25323

Employee stock options 599 — 289

Warrants 269 — 76

Weighted average common shares for diluted earnings per share assuming conversion 36,756 32,253 25,688
Diluted earnings (loss) per share $ 0.71 $ (0.06) $ 007

For the year ended December 31, 2005, the effects of all potentially dilutive securities (including options, warrants
and the “if converted” effects of convertible preferred stock) were excluded from the computation of diluted earnings
per share because the Company had a net loss and, therefore, the effect would have been antidilutive. Approximately
664,000 options and warrants were excluded from the computation of diluted earnings per share in 2004, because the
Company’s inclusion would have resulted in antidilution. Likewise, convertible preferred shares were not treated as
“if converted” for the year ended December 31, 2004, because the effects would have been antidilutive.

(1) Use of Estimates in the Preparation of Consolidated Financial Statements

Preparation of the accompanying Consolidated Financial Statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
Consolidated Financial Statements and the reported amounts of revenues and expenses during the reporting period.
The oil and natural gas reserve estimates, and the related future net cash flows derived from those reserves, are used in
the determination of depletion expense and the fuil-cost ceiling test and are inherently imprecise. Actual results could
differ from those estimates.

(k) Cash Equivalents
For purposes of the statements of cash flows, the Company considers all demand deposits, money market accounts and
certificates of deposit purchased with an original maturity of three months or less to be cash equivalents.

(I) Restricted Cash

Restricted cash as of December 31, 2006, includes $50,000 placed in a certificate of deposit for a Letter of Credit with the
State of New Mexico and approximately $275,000 placed in a certificate of deposit for a drilling bond. As of December
31, 2005, restricted cash included cash held in escrow for the Harris San Andres purchase (see Note 3) aggregating
approximately $2.3 million and monies placed in a certificate of deposit for a drilling bond of approximately $275,000.

(m) Reclassifications
Certain reclassifications have been made to prior years amounts to conform with current year presentation.
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(n) Derivative Financial Instruments

Derivative financial instruments, utilized to manage or reduce commeodity price risk related to the Company’s
production and interest rate risk related to the Company’s long-term debt, are accounted for under the provisions
of SFAS No. 133, Accounting for Derivative Instruments and for Hedging Activities, and related interpretations and
amendments. Under this Statement, derivatives are carried on the balance sheet at fair value. If the derivative is
designated as a fair value hedge, the changes in the fair value of the derivative and of the hedged item attributable to
the hedged risk are recognized in earnings. If the derivative is designated as a cash flow hedge, the effective portions
of changes in the fair value of the derivative are recorded in other comprehensive income (“OCI”) and are recognized
in the statement of operations when the hedged item affects earnings. If the derivative is not designated as a hedge,
changes in the fair value are recognized in other expense. Ineffective portions of changes in the fair value of cash flow
hedges are also recognized in other expense.

{0) Revenue Recognition

Oil and natural gas revenues are recorded using the sales method, whereby the Company recognizes oil and natural
gas revenue based on the amount of oil and natural gas sold to purchasers. For the period ended December 31, 2006,
2005 and 2004, the Company did not have any oil or natural gas imbalances recorded. The Company does not recognize
revenues until they are realized or realizable and earned. Revenues are considered realized or realizable and earned
when: (i) persuasive evidence of an arrangement exists; (ii) delivery has occurred or services have been rendered;
(iii) the seller’s price to the buyer is fixed or determinable; and, (iv) collectibility is reasonably assured.

The following summarizes revenue for each of the three years ended December 31 by product sold.

{($ in thousands) 2006 2005 2004
Qil revenue $ 68,076 $47,800 $ 28,455
Effects of oil hedges (11,512) {12,139 (7,458)
Natural gas revenue 40,461 30,690 15,735
Effects of natural gas hedges — {201) (895)

$ 97,025 $66,150 $35,837

(p) Recent Accounting Pronouncements

In July 2006, the FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes — an Interpretation of
FASB Statement No. 109 (“FIN 48”). FIN 48 changes the accounting for uncertainty in income taxes recognized in an
entity’s financial statements in accordance with SFAS No. 109, Accounting for Income Taxes, and prescribes a recognition
threshold and measurement attribute for the financial statement recognition and measurement of a tax position taken
or expected to be taken in a tax return. Additionally, FIN 48 provides guidance on subsequent derecognition of tax
positions, financial statement classification, recognition of interest and penalties, accounting in interim periods, and
disclosure and transition requirements. FIN 48 is effective for the Company’s fiscal year beginning January 1, 2007,
with early adoption permitted. The Company is in the process of evaluating FIN 48 but does not believe that its
implementation will have a material effect on the Company’s financial position or results of operation in any period.

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, Fair Value Measurements
(“FAS 157”). This Statement defines fair value as used in numerous accounting pronouncements, establishes a
framework for measuring fair value in generally accepted accounting principles and expands disclosure related to the
use of fair value measures in financial statements. The Statement is to be effective for Parallel’s financial statements for
the fiscal year beginning January 1, 2008; however, earlier application is encouraged. Parallel is currently evaluating the
timing of adoption and the impact that adoption might have on our financial position or results of operations.
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(2) Fair Value of Financial Instruments
The carrying amount of cash, accounts receivable, accounts payable, and accrued liabilities approximates fair value
because of the short maturity of these instruments.

The carrying amount of long-term debt approximates fair value because the Company’s current borrowing rate is
based on a variable market rate of interest. The Company also has derivative instruments which are described in
Footnote 6.

(3) 0il and Natural Gas Properties

The following table reflects capitalized costs related to the oil and natural gas properties as of as of December 31:

(% in thousands) 2006 2005
Proved properties $ 451,030 $281,491
Unproved properties, not subject to depletion 50,375 22,328
501,405 303,819
Accumulated depletion {113,467) (89,202)

$ 387,938 $214,617

The following table reflects, by category of cost, amounts excluded from the depletion base as of December 31, 2006:

Geological Prepaid

Leasehold and Drilling

{§ in thousands) Costs Geophysical Costs Total
Year incurred

2006 $26,880 $2,943 $5,200 $ 35,023

2005 8,414 688 — 9,102

2004 4,398 700 — 5,098

2003 and prior 817 335 — 1,152

$40,509 $ 4,666 $5,200 $50,375

At December 31, 2006 and 2005, unevaluated costs of approximately $50.3 million and $22.3 million were excluded
from the depletion base. These costs consist primarily of acreage acquisition, related geological and geophysical
costs and prepaid drilling costs. The majority of these costs relate to the Company’s New Mexico, Utah and Barnett
Shale leasehold positions. Although the Company expects transfers of costs to the full cost pool to commence in 2007
and continue throughout the term of the leases, timing is highly dependent on the Company’s anticipated drilling
program.

Certain directly identifiable internal costs of property acquisition, exploration, and development activities are
capitalized. Such costs capitalized in 2006, 2005 and 2004 totaled approximately $2.3 million, $1.5 million and $1.0
million, respectively, including $620,000 and $180,000 of capitalized interest for the year ended December 31, 2006 and
2005, respectively.

Depletion per equivalent unit of production (BOE) was $10.88, $7.61 and $7.05 for 2006, 2005 and 2004, respectively.
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The following table reflects costs incurred in oil and natural gas property acquisition, exploration, and development
activities for each of the years in the three year period ended December 31:

($ in thousands) 2006 2005 2004
Proved property acquisition costs $ 27,370 $23,763 $39,763
Unproved property acquisitions costs 30,058 11,743 7,400
Exploration costs 71,003 15,455 6,794
Development costs 66,965 26,390 13,954

$195,396 $77,351 $67,911

In September and October 2004, in two separate transactions, Parallel purchased additional non-operated working
interests in the Fullerton Field properties. The net purchase price for these two transactions was approximately
$20.9 million.

In October and December 2004, Parallel purchased producing properties in the Carm-Ann San Andres and North Means
Queen Unit located in Andrews and Gaines counties, Texas. The combined net purchase price was approximately
$16.5 million. In January 2005, Parallel acquired additional interest in these properties for a net purchase price of
approximately $1.5 million. The 2005 purchase was made out of restricted cash.

In November 2005, Parallel purchased producing and undeveloped oil and natural gas properties in the Harris San Andres
Field located in Andrews and Gaines counties, Texas. The net purchase price was approximately $20.8 million. In January,
2006, Parailel acquired additional interest in these properties for a net purchase price of approximately $23.4 million,
including adjustments. The 2006 purchase was made utilizing Parallel’s restricted cash and revolving credit facility.

In March 2006, Parallel purchased additional interests in the Barnett Shale Gas Project located in Tarrant County, Texas.
The additional interests were acquired from five unaffiliated parties for a total cash purchase price of approximately
$5.5 million. In April 2006, Parallel acquired an additional interest in the Barnett Shale Gas Project located in Tarrant
County, Texas from one other unaffiliated third party for approximately $570,000.

The following table presents unaudited, pro forma operating results as if these property purchases had been made on
January 1, 2006 and 2005. The pro forma results have been prepared for comparative purposes only. The pro formas are
not intended to represent what actual results would have been if the acquisitions had been made on those dates and
these pro forma amounts are not indicative of future results.

Pro Forma Pro Forma

Twelve Months Ended December 31, ($ in thousands) 2006 2005
Oil and gas revenue $97,580 $74,270
Operating income $40,738 $ 38,800
Net income available to common stockholders $ 26,291 $ (732)

Net income per common share:

Basic 5 073 $ (0.02)

Diluted $ 072 $ (0.02)

(4) Other Assets

Below are the components of other assets as of December 31, 2006 and 2005:

December 31, ($ in thousands) 2006 2005

Bank fees, net of accumulated amortization $1,361 $1,675

Prepaid drilling 54 1,125

Fair value of derivative contracts 3,845 738

Other 8 12
$5,268 $3,550

(1} This represents the fong-term portion of prepaid drilling costs to be transferred to property, plant and equipment as work is performed.
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(5) Asset Retirement Obligation

On January 1, 2003, the Company adopted SFAS 143, Accounting for Asset Retirement Obligations. SFAS 143 requires
companies to recognize a liability for the present value of all legal obligations associated with the retirement of tangible
long-lived assets and to capitalize an equal amount as part of the cost of the related oil and natural gas properties.

The following table summarizes our asset retirement obligation transactions:

(% in thousands) 2006 2005 2004
Beginning asset retirement obligation $2,495 $2,132 $1,701
Additicns related to new properties 406 370 939
Revisions in estimated cash flows 1,979 3 (53)
Deletions related to property disposals (65) (116) (547)
Accretion expense 248 112 92
Ending asset retirement obligation $ 5,063 $2,495 $2,132

Accretion expense is recognized as a component of lease operating expense.

{6) Derivative Instrumenis

The Company enters into derivative contracts to provide a measure of stability in the cash flows associated with the
Company’s oil and natural gas production and interest rate payments and to manage exposure to commodity price
and interest rate risk. The Company’s objective is to lock in a range of oil and natural gas prices and to limit variability
in its cash interest payments. In addition, the Company’s revolving credit facility and second lien term loan facility
require the Company to maintain derivative financial instruments which limit the Company’s exposure to fluctuating
commodity prices covering at least 50% of the Company’s estimated monthly production of oil and natural gas
extending 24 months into the future.

The Company designated all of its interest rate swaps, commodity collars and commodity swaps entered into in 2002
and 2003 as cash flow hedges (“hedges”). The effective portion of the unrealized gain or Joss on cash flow hedges is
recorded in other comprehensive income (loss) until the forecasted transaction occurs. During the term of a cash flow
hedge, the effective portion of the change in the fair value of the derivatives is recorded in stockholders’ equity as other
comprehensive income (loss) and then transferred to oil and natural gas revenues when the production is sold and interest
expense as the interest accrues. Ineffective portions of hedges (changes in fair value resulting from changes in realized
prices that do not match the changes in the hedge or reference price) are recognized in other expense as they occur.

As of December 31, 2005, the Company had recorded unrealized losses of $9.8 million, respectively, related to its
derivative instruments designated as hedges, which represented the estimated aggregate fair values of the Company’s
open hedge contracts as of that date. The unrealized losses, net of taxes, are presented in stockholders’ equity in
the Consolidated Balance Sheets as accumulated other comprehensive loss. All derivative instruments previously
designated as cash flow hedges had been settled as of December 31, 2006.

Derivative contracts not designated as hedges are “marked to market” at each period end and the increases or
decreases in fair values recorded to earnings. No derivative instruments entered into subsequent to June 30, 2004 have
been designated as cash flow hedges.

The Company is exposed to credit risk in the event of nonperformance by the counterparties to these contracts, BNP Paribas
and Citibank, N.A. However, the Company periodically assesses their credit worthiness to mitigate this credit risk.

Interest Rate Sensitivity

Under the Company’s revolving credit facility, the Company may elect an interest rate based upon the agent bank’s base
lending rate or the LIBOR rate, plus a margin ranging from 2.00% to 2.50% per annum, depending on the Company’s
borrowing base usage. The interest rate the Company is required to pay, including the applicable margin, may never
be less than 5.00%. Under the Company’s term loan facility second lien term loan facility, the Company may elect an
interest rate based upon an alternate base rate, or the LIBOR rate, plus a margin of 4.50%.
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Interest Rate Swaps. The Company has entered into interest rate swaps with BNP Paribas and Citibank, N.A. (the
“counterparties”) which are intended to have the effect of converting the variable rate interest payments to be made
on the Company’s revolving credit agreement and second lien term loan facility to fixed interest rates for the periods
covered by the swaps. Under terms of these swap contracts, in periods during which the fixed interest rate stated
in the agreement exceeds the variable rate (which is based on the 90 day LIBOR rate), the Company pays to the
counterparties an amount determined by applying this excess fixed rate to the notional amount of the contract. In
periods when the variable rate exceeds the fixed rate stated in the swap contracts, the counterparties pay an amount to
the Company determined by applying the excess of the variable rate over the stated fixed rate to the notional amount
of the contract.

The Company completed a fixed interest rate swap contract with BNP Paribas, based on the 90-day LIBOR rates at the
time of the contract. This interest rate swap was treated as a cash flow hedge as defined by SFAS 133. This interest rate
swap was on $10.0 million of our variable rate debt for all of 2006. As of December 31, 2006, this contract had expired.

We have employed additionai fixed interest rate swap contracts with BNP Paribas and Citibank, N.A. based on the
90-day LIBOR rates at the time of the contracts. However, these contracts are accounted for by “mark to market”
accounting as prescribed in SFAS 133. Nonetheless, we view these contracts as additional protection against future
interest rate volatility.

The table below recaps the nature of these interest rate swaps and the fair market value of these contracts as of
December 31, 2006.

Estimated
Notional Weighted Average Fair Market Value
Period of Time Amounts Fixed Interest Rates at December 31, 2006

(8 in millions)

{3 in thousands)

January 1, 2007 thru December 31, 2007 $100 4.62% $ol1
January 1, 2008 thru December 31, 2008 %100 4.86% 12
January 1, 2009 thru December 31, 2009 $ 50 5.06% (86)
January 1, 2010 thru October 31, 2010 $ 50 5.15% _ @)
Total Fair Market Value $466

Commodity Price Sensitivity

Collars. Collars are contracts which combine both a put option or “floor” and a call option or “ceiling”. These contracts
may or may not involve payment or receipt of cash at inception, depending on “ceiling” and “floor” pricing,.

A summary of the Company’s collar positions at December 31, 2006 is as follows:

Houston
Ship Channel
Oil Prices Gas Prices Gas Prices

Barrels MMBtu of Fair Market

Period of Time of Gil Floor Cap Natural Gas Floor Cap Floor Cap Value
($ in thousands)

January 1, 2007 thru December 31, 2007 292,000 $55.63 $84.88 — $ — § — $§ — $ — $ 357
April 1, 2007 thru October 31, 2007 — § - 5§ — 214,000 $6.00 $11.05 $ — $ — 85
April 1, 2007 thru October 31, 2007 — § - § - 642,000 $§ — § — $6.25 $8.90 291
January 1, 2008 thru December 31, 2008 237,900 $60.38 $81.08 — § — 3 — $ — $ — 411
January 1, 2009 thru December 31, 2009 620,500 $63.53 $80.21 — $ — 5 — $ — $ — 1,733
January 1, 2010 thru October 31, 2010 486,400 $63.44 $78.26 — $ — 3 — $ — 3 — 1,285
Total Fair Market Value $4,162
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Commodity Swaps. Generally, swaps are an agreement to buy or sell a specified commodity for delivery in the future, at
an agreed fixed price. Swap transactions convert a floating or market price into a fixed price. For any particular swap
transaction, the counterparty is required to make a payment to the Company if the reference price for any settlement
period is less than the swap or fixed price for such contract, and the Company is required to make a payment to the
counterparty if the reference price for any settlement period is greater than the swap or fixed price for such contract.

The Company has entered into oil and natural gas swap contracts with BNP Paribas. A recap for the period of time,
number of barrels, and weighted average swap prices are as follows:

Barrels Nymex Oil Fair Market

Period of Time of Oil Swap Price Value
($ in thousands)

January 1, 2007 thru December 31, 2007 474,500 $34.36 $(14,109)
January 1, 2008 thru December 31, 2008 439,200 $33.37 (13,826)
Total fair market value $(27,935)

(7) Equity Investment ard Property Acquisitions

The Company had three separate partnership investments to construct pipeline systems which gather natural
gas primarily on its leaseholds in the Barnett Shale area — West Fork Pipeline Company I, L.P., West Fork Pipeline
Company II, L.P. and West Fork Pipeline Company V, L.P. These investments were recorded as an equity investment
in the accompanying consolidated balance sheet. In the fourth Quarter 2006, essentially all of the assets contained in
West Fork Pipeline I and West Fork Pipeline V were sold. The Company received distributions of $16.6 million and
$683,000, respectively, as a result of these asset sales. The company has invested $328,000 in the West Fork Pipeline II
through 2006. West Fork Pipeline Il is currently acquiring the necessary easements and permits to begin transmission
of natural gas.

In 2006, the Company invested $6.7 million in the Hagerman Gas Gathering System (“Hagerman”) to construct
pipelines on certain of its leaseholds in New Mexico. In late September 2006, transmission of natural gas commenced
through the first phase of the system. The Hagerman Gas Gathering System is currently being extended to additional
productive areas. The Company anticipates additional investments in Hagerman during 2007.

Our investment percentage in each of these ventures was as follows:

West Fork Pipeline Company [, L.P. 37.3000%
West Fork Pipeline Company II, L.P. 35.8750%
West Fork Pipeline Company V, L.P. 23.2585%
Hagerman Gas Gathering System 76.5000%

Our investment in the Hagerman is accounted for by the equity method because the Company does not have voting
control. All significant actions taken by Hagerman must be approved by Parallel plus one of the two other equity
owners. Consequently, the remaining equity owners can prevent voting control by Parallel.

Our equity investments consisted of the following:

December 31, ($ in thousands) 2006 2005
West Fork Pipeline Company I, L.I. $ — $3,120
West Fork Pipeline Company II, L.P. 280 21
West Fork Pipeline Company V, L.F. — 185
Hagerman Gas Gathering System 6,174 —

$ 6,454 $3,326
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Our earnings from equity investments were as follows:

Year Ended December 31, ($ in thousands) 2006 2005 2004
West Fork Pipeline Company I, LP® $9,286 $(83) $—
West Fork Pipeline Company II, L.P. (50) 5 —
West Fork Pipeline Company V, LE® (147) m —
Hagerman Gas Gathering System (496) — —

$8,593 $(89) $—

(1) Included in our earnings from West Fork Pipeline Company I, L.P. is our proportionate gain in the sale of the partnership assets of approximately
$9.1 million.

(2} Included in our earnings from West Fork Pipeline Company V, L.P. is our proportionate loss in the sale of the partnership assets of approximately
$90,000.

Summarized combined financial infoermation for our equity investments (listed above) is reported below. Amounts
represent 100% of the investees’ financial information:

December 31, ($ in thousands) 2006 2005

Balance Sheet

Current assets $1,408 $ 1,493
Non-current assets 8,361 10,567
Current liabilities 1,338 674
Owners' equity 8,431 11,386
Year Ended December 31, ($ in thousands) 2006 2005 2004
Income Statement
Revenues $ 2402 $ 627 $ 1
Costs and expenses (2,597) (699} (150)
Gain/loss on sale of assets 23,780 -— —
Net income (loss} $ 23,585 $ (72} $(149)

(8} Credil Facilities

The Company has two separate credit facilities. The Company’s Third Amended and Restated Credit Agreement (or
the “Revolving Credit Agreement”}), dated as of December 23, 2005, with a group of bank lenders provides a revolving
line of credit having a “borrowing base limitation” of $167.0 million at December 31, 2006. The total amount that the
Company can borrow and have outstanding at any one time is limited to the lesser of $350.0 million or the borrowing
base established by the lenders. At December 31, 2006, the principal amount outstanding under the Company’s revolving
credit facility was $115.0 million, and $445,000 was reserved for the Company’s letters of credit. The second credit facility
(or the “Second Lien Agreement”) is a five year term loan facility provided to the Company under a Second Lien
Term Loan Agreement, dated November 15, 2005, with a group of banks and other lenders. At December 31, 2006, the
Company’s term loan under the second lien agreement was fully funded in the principal amount of $50.0 million.
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The credit facilities have varying interest rates and consist of the following bank’s base rate and LIBOR tranches at
December 31:

($ in thousands) 2006 2005
Revolving Facility note payable to banks,
Agent bank’s base lending rate of 8.25% 5 2,000 $ —
Libor Tranche at 7.61% and 6.40% 113,000 50,000
Term Loan (Second Lien) payable to banks,
Libor Tranche at 9.875% and 9.0% 50,000 50,000
Total notes payable to banks $ 165,000 $ 100,000

Revolving Credit Facility

The Revolving Credit Agreement provides for a credit facility that allows the Company to borrow, repay and reborrow
amounts available under the revolving credit facility. The amount of the borrowing base is based primarily upon the
estimated value of the Company’s oil and natural gas reserves. The borrowing base amount is redetermined by the
lenders semi-annually on or about April 1 and October 1 of each year or at other times required by the lenders or at
the Company’s request. If, as a result of the lenders’ redetermination of the borrowing base, the outstanding principal
amount of the Company’s loan exceeds the borrowing base, it must either provide additional collateral to the lenders or
repay the principal of the revolving credit facility in an amount equal to the excess. Except for the principal payments
that may be required because of the Company’s outstanding loans being in excess of the borrowing base, interest only
is payable monthly.

Loans made to the Company under this revolving credit facility bear interest at the bank’s base rate or the LIBOR rate, at
the Company’s election. Generally, the bank’s base rate is equal to the “prime rate” published in the Wall Street Journal.

The LIBOR rate is generally equal to the sum of (a) the rate designated as “British Bankers Association Interest
Settlement Rates” and offered on one, two, three, six or twelve month interest periods for deposits of $1.0 million,
and (b) a margin ranging from 2.00% to 2.50%, depending upon the outstanding principal amount of the loans. If
the principal amount outstanding is equal to or greater than 75% of the borrowing base, the margin is 2.50%. If the
principal amount outstanding is equal to or greater than 50%, but less than 75% of the borrowing base, the margin is
2.25%. If the principal amount outstanding is less than 50% of the borrowing base, the margin is 2.00%.

The interest rate the Company is required to pay on its borrowings, including the applicable margin, may never be less
than 5.00%. At December 31, 2006, the Company’s base rate was 8.25% on $2.0 million and its Libor interest rate, plus
margin, was 7.61% on $113.0 million.

In the case of base rate loans, interest is payable on the last day of each month. In the case of LIBOR loans, interest is
payable on the last day of each applicable interest period.

If the total outstanding borrowings under the revolving credit facility are less than the borrowing base, an unused
commitment fee is required to be paid to the lenders. The amount of the fee is .25% of the daily average of the
unadvanced amount of the borrowing base. The fee is payable quarterly.

If the borrowing base is increased, the Company is required to pay a fee of .375% on the amount of any increase in the
borrowing base.

The Revolving Credit Agreement contains various restrictive covenants, including (i) maintenance of a minimum current
ratio, (ii) maintenance of a maximum ratio of funded indebtedness to earnings before interest, income taxes, depreciation,
depletion and amortization, (iii) maintenance of a minimum net worth, (iv) prohibition of payment of dividends and
(v) restrictions on incurrence of additional debt. The Company has pledged substantially all of its producing oil and
natural gas properties to secure the repayment of its indebtedness under the Revolving Credit Agreement.

As of December 31, 2006 we were in compliance with all of the covenants in our Revolving Credit Agreement.

All outstanding principal under the revolving credit facility is due and payable on October 31, 2010. The maturity date
of the Company’s outstanding loans may be accelerated by the lenders upon the occurrence of an event of default
under the Revolving Credit Agreement.
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Second Lien Term Loan Facility

The Second Lien Agreement provides a $50.0 million term loan to the Company. Loans made to the Company under
this credit facility bear interest at an alternate base rate or the LIBO rate, at the Company’s election. The alternate base
rate is the greater of (a) the prime rate in effect on such day and (b) the “Federal Funds Effective Rate” in effect on such
day plus % of 1%, plus a margin of 3.50% per annum.

The LIBO rate is generally equal to the sum of (a) a designated rate appearing in the Dow Jones Market Service for
the applicable interest periods offered in one, two, three or six month periods and (b) an applicable margin rate per
annum equal to 4.50%.

The Second Lien Agreement contains various restrictive covenants, including (i} maintenance of a maximum ratio of
debt to earnings before interest, income taxes, depreciation, depletion and amortization, (ii) maintenance of a minimum
ratio of oil and natural gas reserve value to debt, (iii) prohibition of payment of dividends, and (iv) restrictions on
incurrence of additional debt. The Company’s producing oil and natural gas properties are also pledged to secure
payment of its indebtedness under this facility, but the liens granted to the lender under the Second Lien Agreement
are second and junior to the rights of the first lienholders under the Revolving Credit Agreement.

At December 31, 2006, the Company’s LIBO interest rate was 9.875% on $50.0 million.

In the case of alternate base rate loans, interest is payable the last day of each March, June, September and December.
In the case of LIBO loans, interest is payable the last day of the tranche period not to exceed a three month period.

As of December 31, 2006 we were in compliance with all of the covenants in our Second Lien Agreement.

All cutstanding principal under the second lien agreement is due and payable on November 15, 2010. The maturity
date may be accelerated by the lenders upon the occurrence of an event of default under the second lien agreement.

Prepayments in whole or in part if made prior to the first anniversary date will bear a premium of 1% of the amount
prepaid; there is no premium after the first anniversary date.

(9) Income Taxes
The Company’s income tax provision consists of the following:

Years Ended December 31, (§ in thousands) 2006 2005 2004
Deferred income tax {(benefit) expense $13,894 $(1,676) $ 1,162
Deferred income tax (benefit) expense related to

loss/gain on derivatives in other comprehensive loss 3,318 515 {1,917)
Total income tax provision (benefit) $17,212 $(1,161) $ (755)

Income tax expense differs from the amount computed at the federal statutory rate as follows:

Years Ended December 31. ($ in thousands) 2006 2005 2004
Income tax (benefit) expense at statutory rate $13,617 $(1,110) $1,167
Statutory depletion 37 {443) (29
State tax, net of federal benefit 101 16 6
Nondeductible expenses and other 139 {139) 18

Income tax expense $13,894 %(1,676) $1,162
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The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and deferred tax
liability at December 31 are as follows:

(§ in thousands) 2006 2005
Current:
Deferred tax assets:
Fair market value losses on derivatives expected to be settled within one year $ 4,340 $ 5,241
Noncurrent:
Deferred tax assets:
Net operating loss carryforwards, state and federal $ 16,942 $ 3734
Statutory depletion carryforwards 2,424 2462
Alternative minimum tax credit carryforward 157 154
Fair market value losses on derivatives not expected to be settled within one year 4,102 9,331
Asset retirement obligations 233 149
Other 26 64
Total noncurrent deferred tax assets 23,884 15,894

Deferred tax liabilities:
Property and equipment, principally due to differences in basis, expensing of

intangible drilling costs for tax purposes and depletion (48,191) (23,930)
Total deferred tax liabilities (48,191) (23,930)
Net noncurrent deferred income tax liability $(24,307) $ (8,036)

As of December 31, 2006, the Company had net operating loss carry forwards for regular tax and alternative minimum
taxable income (AMT) purposes available to reduce future taxable income. These carry forwards expire as follows:

Net AMT

Operating  Operating

($ in thousands) Loss Loss
2019 $ 2,507 $ 2918
2021 4,576 4,498
2022 44 “
2023 8 332
2024 3,718 3,806
2026 38,977 37,943

$49,830 $49,541

As of December 31, 2006, the Company had approximately $157,000 of AMT credit carryover that has no expiration date.

(10) Equity Transactions

Preferred Stock

On June 6, 2005, outstanding shares of the Company’s 6% Convertible Preferred Stock, $0.10 par value per share
were converted to common stock. Under terms of the Preferred Stock Agreement, all of the holders of the Convertible
Preferred Stock elected to convert their shares into shares of the Company’s common stock based on the original
contractual conversion rate of $10.00 divided by $3.50. The holders of the Preferred Stock received approximately
2.8571 shares of common stock of the Company for each share of Preferred Stock.
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Sale of Equity Securities

On February 9, 2005, the Company sold 5,750,000 shares of its common stock, $.01 par value per share, pursuant to a
public offering at a price of $5.27 per share. Gross cash proceeds were $30.3 million, and net proceeds were approximately
$27.7 million. The common shares were issued under Parallel’s $100.0 million Universal Shelf Registration Statement
on Form $-3 which became effective in November 2004. The proceeds were used to reduce the amount outstanding
under the revolving credit facility.

On August 16, 2006, the Company sold 2,500,000 shares of its common stock, $.01 par value per share, pursuant
to a public offering at a price of $25.25 per share. Gross cash proceeds were $63.1 million, and net proceeds were
approximately $60.3 million. The proceeds were used for general corporate purposes, including debt repayment and
the acceleration of Parallel’s drilling and completion operations in certain core areas such as the Barnett Shale natural
gas, New Mexico Wolfcamp natural gas and Permian Basin west Texas oil properties.

(11) Stock Compensation, Warrants and Rights

The Company awards both incentive stock options and nonqualified stock options to selected key employees, officers,
and directors. The options are awarded at an exercise price equal to the closing price of the Company’s common
stock on the date of grant. These options vest over a period of two to ten years with a ten-year exercise period. As of
December 31, 2006, options expire beginning in2007 and extending through 2015. Options to purchase a total of 17,500
shares of common stock remain available for grant.

{a) Stock Options
A summary of the Company’s employee stock options as of December 31, 2006, 2005 and 2004, and changes during the
years ended on those dates is presented below:

2006 2005 2004
Weighted Weighted Weighted
Number Average Number Average Number Average
Year Ended December 31, of Shares Price of Shares Price of shares Price
Stock options: {in thousands) {in thousands) (in thousands)

Outstanding at beginning of year 1,405 $5.22 1,919 $ 371 2,138 $3.65
Options granted — — 200 12.27 — —
Options exercised (176) 4.35 (714) 315 (174) 3.00
Options cancelled (30) 3.09 — — — -
Options expired — — - — {45} 4.29

Outstanding at end of year 1,199 $5.40 1,405 $ 522 1,919 $3.71

Exercisable at end of year 1,001 $4.32 1,160 $ 4.01 1,776 $3.50

Weighted average fair value of
options granted during the year $§ — $ 871 $ —

The following table summarizes information about the Company’s employee stock options outstanding and
exercisable at December 31, 2006:

Fair
Average Market
Remaining Life Value

(in thousands)
Stock options outstanding as of December 31, 2006 4.5 $ 14,587
Currently exercisable as of December 31, 2006 36 $13,266
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Options Outstanding Options Exercisable
Number Weighted Number
Qutstanding at Average Weighted  Exercisable at Weighted
December 31, Remaining Average  December 31, Average
Range of exercise prices 2006 Contractual Life  Exercise Price 2006  Exercise Price
(in thousands) (in thousands)
$1.81-%3.60 401 4 years $ 292 401 $ 292
$4.09-$550 598 4 years $ 476 560 $ 475
51227 200 9 years $12.27 40 $12.27
1,199 1,001

For the twelve months ended December 31, 2006, 2005 and 2004, Parallel recognized compensation expense of
approximately $531,000, $278,000 and $169,000 with tax benefits of approximately $181,000, $95,000 and $58,000,
respectively, associated with its stock option grants.

The following table presents the future stock-based compensation expense expected to be recognized over the
vesting period:

{($ in thousands)

2007 $324
2008 194
2009 through 2010 144
Total 5662

Nonvested options were 197,500 at December 31, 2006. During the twelve months ended December 31, 2006, 176,250
options were exercised; however, no options were granted, expired or forfeited. During 2006 the Company settled
30,000 options for approximately $511,000.

The fair value of each option award is estimated on the date of grant. The fair value of stock options granted prior to
and remaining outstanding at January 1, 2006 and that had option shares subject to future vesting at that date was
determined using the Black-Scholes option valuation method assumptions noted in the following table. Expected
volatilities are based on historical volatility of the common stock. The expected term of the options granted used in the
model represent the period of time that options granted are expected to be outstanding,.

Year Ended December 31, 2005 2001
Expected volatility 54.20% 57.95%
Expected dividends 0.00% 0.00%
Expected term (in years) 7 8
Risk free rate 4.200% 5.050%

(% in thousands)

Intrinsic value of options exercised twelve months ending December 31, 2006 $2,855
Intrinsic value of options exercised twelve months ending December 31, 2005 $9,169
Intrinsic value of options exercised twelve months ending December 31, 2004 $ 363
Fair market value of options granted twelve months ending December 31, 2006 $ —
Fair market value of options granted twelve months ending December 31, 2005 $1423
Fair market value of options granted twelve months ending December 31, 2004 5 —

There were no stock options granted for the twelve months ended December 31, 2006. For the twelve months ended
December 31, 2005 there were 200,000 options granted with a fair market value of $1.42 million.
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The following table illustrates the effect on net income and earnings per share if we had applied the fair value
recognition provisions of Statement No. 123 to employee options awarded prior to 2003.

Year Ended December 31, (§ in thousands, except per share data) 2005 2004
Net income (loss) $(1,589) $2,271
Add:
Stock-based compensation expense for employees included in reported net income (loss),
net of related tax effects of $95 and $57 183 112
Less:
Total stock-based employee compensation expense determined under fair value method
for all awards, net of related tax effects (610) (408)
Pro forma net income (loss) $(2,016) $1,975

Earnings (loss) per share:

Basic - as reported $ 006 $ 007
Basic - pro forma $ 007 $ 0.06
Diluted - as reported $ (0.06) $ 007
Diluted - pro forma $ (0.07) $ 0.05

(b) Stock Warrants

The Company has 300,030 warrants outstanding at December 31, 2006, 2005, and 2004, which were issued as part of the
Company’s initial public offering in 1980. Each warrant allows the holder to buy one share of common stock for $6.00.
The warrants are exercisable for a 30 day period commencing on the date a registration statement covering exercise is
declared effective. The warrants contain antidilution provisions.

The Company also had an additional 136,708 warrants outstanding at December 31, 2005 issued as partial payment
for services rendered for financial and investment advice in 2001. The warrants had a term of five years from date
of issuance and a vesting period of one year. The warrants have an exercise price of $2.95 per share and contain a
provision for cashless exercise. The expense related to these warrants in the amount of $99,000 was recorded in other
expenses in 2001 based on the estimated fair value on the date of grant using the Black-Scholes optien pricing model.
As of December 31, 2006 these warrants had been fully exercised.

The Company has 100,000 warrants outstanding at December 31, 2006, 2005 and 2004, which were issued as partial
payment for services rendered for financial and investment advice for the Company’s private placement offering in
December, 2003. The warrants have a term of five years from date of issuance and vesting period of one year. The
warrants have an exercise price of $3.98 per share and contain a provision for cashless exercise. The fair value related
to these warrants in the amount of $157,000 was recorded in other expenses in 2003 based on the estimated fair value
on the date of grant using the Black-Scholes option pricing model.

(c) Stock Rights

On October 5, 2000, the board of directors declared a dividend of one Stock Right for each outstanding share of the
Company’s common stock. If a person acquires 15% or more of the Company’s common stock or a tender offer or
exchange offer is made for 15% or more of the common stock, each Stock Right will entitle the holder to purchase from
the Company one one-thousandth of a share of Series A Preferred Stock, par value $0.10 per share, at an exercise price
of $26.00 per one one-thousandth of a share, subject to adjustment.

Initially, the Stock Rights attach to all common stock certificates representing shares then outstanding, and no separate
Stock Rights certificates will be distributed. The Stock Rights separate from the common stock upon the earlier of (1) ten
business days following a public announcement that a person or group of affiliated or associated persons has acquired
or obtained the right to acquire, beneficial ownership of 15% or more of the outstanding shares of common stock or
(2) ten business days (or such later date as the board of directors shall determine) following the commencement of a
tender or exchange offer that would result in a person or group beneficially owning 15% or more of such outstanding
shares of common stock. The date the Stock Rights separate is referred to as the “distribution date”.
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Under certain circumstances the Stock Rights entitle the holders to buy the Company’s stock at a 50% discount. In the
event that (1) the Company is the surviving corporation in a merger or other business combination with an entity that
owns 15% or more of the Company’s outstanding stock; (2) any person shall acquire beneficial ownership of 15% of
the Company’s outstanding stock; or, (3) there is any type of recapitalization of the Company that results in an increase
by more than 1% the proportionate share of equity securities of the Company owned by a person who owns 15% or
more of the Company’s outstanding stock, each Stock Right holder will have the option to buy for the purchase price
common stock of the Company having a value equal to two times the purchase price of the Stock Right.

Under certain circumstances the Stock Rights entitle the holders to buy shares of the acquirer’s common stock at a
50% discount. In the event that, at any time after a person has acquired 15% or more of the Company’s common stock,
(1) the Company enters into a merger or other business combination transaction in which the Company is not the
surviving corporation; (2} the Company is the surviving corporation in a transaction in which all or part of the common
stock is exchanged for cash, property or securities of any other person; or, (3) more than 50% of the assets, cash flow
or earning power of the Company is sold, each right holder will have the option to buy for the purchase price stock of
the acquiring company having a value equal to two times the purchase price of the Stock Right.

The Stock Rights are not exercisable until the distribution date and will expire at the close of business on October 5,
2010, unless earlier redeemed by the Company for $0.001 per Stock Right.

(d) Non-Employee Director Stock Grant Plan

Effective July 1, 2004, the Company began paying an annual retainer fee to each non-employee Director in the form of
shares of the Company’s common stock. Under the 2004 Non-Employee Director Stock Grant Plan, each non-employee
Director is entitled to receive an annual retainer fee in the form of shares of common stock having a value of $25,000.
The shares of stock are automatically granted on the first day of July in each year. The actual number of shares received
is determined by dividing $25,000 by the average daily closing price of the common stock on the Nasdaq Stock Market
for the ten consecutive trading days commencing fifteen trading days before the first day of July of each year. On July 1,
2006, and in accordance with the terms of the plan, the Company issued a total of 4,696 shares of common stock to four
non-employee Directors as follows: Jeffrey G. Shrader — 1,174 shares; Dewayne E. Chitwood - 1,174 shares; Martin B.
Oring — 1,174 shares; and Ray M. Poage — 1,174 shares. On July 1, 2005, and in accordance with the terms of the plan, the
Company issued a total of 11,596 shares of common stock to four non-employee Directors as follows: Jeffrey G. Shrader
- 2,899 shares; Dewayne E. Chitwood - 2,899 shares; Martin B. Oring - 2,899 shares; and Ray M. Poage — 2,899 shares.
The Company has 78,820 remaining shares of common stock available to issue to directors under this arrangement.

(12) Related Party Transactions

An entity owned by Thomas R. Cambridge, the Company’s Chairman of the board of directors, is the owner and
acted as the Company’s agent in performing the routine day to day operations on two wells. In 2006, 2005 and 2004
the Company was billed approximately $23,000, $20,000 and $15,000, respectively, for the Company’s pro rata share of
lease operating and drilling expenses and received approximately $176,000, $161,000 and $165,000 in 2006, 2005, and
2004 respectively, in oil and natural gas revenues related to these wells. These two wells were acquired in 1984.

An entity, of which Mr. Cambridge is the President, owned interests in certain wells that are administered by
the Company. During 2006 the Company charged approximately $3,000 for lease operating expenses and paid
approximately $8,000 in oil and natural gas revenues related to these wells.

Dewayne E. Chitwood, a Director of the Company, also serves as director of an entity which owned 110,000 shares
of preferred stock of the Company. In addition, a Foundation, where Mr. Chitwood is the Chairman of the board of
directors of the Foundation; and a Trust where he is Trustee, owned a total of 55,000 shares each of preferred stock of
the Company. These shares of preferred stock of the Company were purchased in 1998 at a price of $10 per share on
the same terms as all other unaffiliated purchasers. On June 6, 2005 the 110,000 and the 55,000 shares of preferred stock
were converted to 314,285 and 157,142 shares of common stock, respectively.

An entity, in which Mr. Chitwood is an officer of the managing general partner, owned interests in certain wells
that are operated by the Company. During 2005 and 2004 the Company charged approximately $4,000 and $14,000,
respectively, for lease operating expenses and paid approximately $8,000, and $48,000, respectively, in oil and natural
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gas revenues related to these wells. In 2005 the Company paid to the entity approximately $140,000 in payment of net
proceeds attributable to its pro rata share from the sale of the interests.

In December, 2001, and prior to his employment with Parallel, Donald E. Tiffin, Parallel’s Chief Operating Officer,
received a 3% working interest from an unaffiliated third party in the Diamond M Project in Scurry County, Texas
for services rendered in connection with assembling the project. In August, 2002, shortly after his employment with
Parallel, and due to the personal financial exposure in the Diamond M Project and to prevent the interest from being
acquired by a third party, Mr. Tiffin assigned two-thirds of his ownership interest in the project to Parallel at no cost,
leaving him with a 1% working interest. Parallel acquired its initial interest in the Diamond M Project in December,
2001. During 2006, the Company charged approximately $111,000 for capital expenditures and lease operating expenses
and paid approximately $100,000 in oil and natural gas revenues related to this project.

(13) Statements of Cash Flows
In 2006, $40,000 was paid for estimated alternative minimum tax. No Federal income taxes were paid in 2005 and 2004.

The Company made interest payments of approximately $12.5 million, $5.4 million, and $1.7 million in 2006, 2005 and
2004, respectively.

At December 31, 2006, 2005 and 2004, there were $8.5 million, $2.5 million and $741,000, respectively, of property
additions accrued in accounts payable.

(14) Major Customers
The following purchasers accounted for 10% or more of the Company’s oil and natural gas sales for the years ended
December 31:

2006 2005 2004
Company A w 14% 2%
Company B 20% 12% o
Company C 30% 40% 43%
Company D 12% w w
Company E 10% o @

(1) Less than 10%.

(15) Commitments and Contingencies

On December 30, 2005, the Company was named as a defendant in a lawsuit filed in the 352nd Judicial District Court
of Tarrant County, Texas, Cause No. 352-215616-05, AFE Qil and Gas, L.L.C. {aka AFE Qil and Gas, LLC) v. Premium
Resources II, L.P.,, Premium Resources, Inc., Danay Covert, Nick Morris, William D. Middleton, Dale Resources, L.L.C.,
and Parallel Petroleum, Inc.

In this suit, the plaintiff alleges breach of fiduciary duty, fraud and conspiracy to defraud, breach of contract,
constructive trust, suit to remove cloud from title, declaratory judgment, alter ego, tortious interference with contract
and statutory fraud and seeks recovery of an unspecified amount of actual damages, special damages, consequential
damages, exemplary damages, attorneys’ fees, pre-judgment and post-judgment interest and costs. Generally, the
plaintiff alleges that it owns a 5.5% overriding royalty interest in certain oil and natural gas properties including
the “Square Top LP” and the “West Fork LP” leases located in Tarrant County, Texas. The plaintiff alleges that the
defendants (other than Dale Resources and Parallel) wrongfully and intentionally allowed these original oil and
natural gas leases to terminate; causing the termination of plaintiff’s overriding royalty interest in each lease. The
plaintiff further alleges that the defendants (other than Dale Resources and Parallel) failed to drill wells necessary to
maintain the original leases in force and that after the original leases were allowed to terminate, the defendants (other
than Dale Resources and Parallel) then acquired new oil and natural gas leases covering these same oil and natural
gas properties, which were subsequently assigned to Dale Resources. Thereafter, Dale Resources allegedly assigned a
portion of these new leases to Parallel.
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In addition to seeking unspecified monetary damages, the plaintiff also seeks to impose a constructive trust for its
benefit on the new oil and natural gas leases and seeks a judicial declaration that either (1) the plaintiff is the owner of
an overriding royalty interest in the new leases or that (2) the original leases and plaintiff’s interest in the original leases
are still in effect. The plaintiff also claims that the new leases constitute a cloud on plaintiff’s title and seeks to have that
cloud removed. Based on Parallel’s present understanding of this case, Parallel believes that it has substantial defenses
to the plaintiff's claims and intends to vigorously assert these defenses. However, if the plaintiff is awarded an interest
in the new leases, then Parallel could potentially become liable for the payment to plaintiff of the portion of production
proceeds attributable to plaintiff’s interest received by Parallel. On the other hand, if the plaintiff prevails on its claim
that the original leases are still in effect, Parallel’s interest in the new leases could become subject to forfeiture. Based
on the information known to date, Parallel has not established a reserve for this matter.

Prior to January 1, 2005, the Company had established a simplified employee pension plan (“SEP”) covering all salaried
employees of the Company. The employees could voluntarily contribute a portion of their eligible compensation, not
to exceed $13,000, to the SEP. In addition to this annual salary deferral limit, employees who had reached the age of
50 or older during the calendar year could have elected to take advantage of a catch-up salary deferral contribution.
Eligible participants could have increased their salary deferral by $3,000 for the year 2004. The Company made
discretionary contributions to the SEP; however, total contributions could not exceed $41,000 per employee. During
2004 the Company contributed an aggregate of approximately $133,000 to the SEP.

On January 1, 2005 the Company established a 401(k) Plan and Trust for eligible employees. Employees may not
participate in the SEP with the establishment of the 401(k) Plan and Trust. During 2006 and 2005, the Company
contributed an aggregate of approximately $240,000 and $168,000, respectively, to the 401(k} Plan.

The Company leases office space under a non-cancelable operating lease expiring in 2010. Future annual payments
under this operating lease are approximately $204,000, $210,000, $216,000 and $36,000 for the years ending December 31,
2007 thru February 28, 2010, respectively. Rental expense under the Company’s current and former lease totaled
approximately $194,000, $162,000, and $127,000 for the years ended December 31, 2006, 2005 and 2004, respectively.

The Company leases two field offices and storage facilities. These two facilities are located in Andrews and Snyder,
Texas. The Andrews office is under a non-cancelable commercial lease expiring in 2007 and the Snyder office lease
expires upon the cessation of production from the Diamond “M” area wells. Future annual payments under these
lease agreements total approximately $23,000 for 2007 and $14,000 for 2008 thru 2011. Rental expense under these
two leases totaled approximately $23,000, $23,000 and $15,000 for the year ended December 31, 2006, 2005 and 2004,
respectively.

The Company has an Incentive and Retention Plan which provides for the payment to eligible officers and employees
a one time performance bonus and retention payment upon the occurrence of a change of control as defined in the
Plan. Because of the uncertainty of the occurrence of a change of control or corporate transaction within the meaning
of the plan, the amount of these bonuses is undeterminable. Although the amount of the bonus is undeterminable at
this time, if the Plan was calculated using the December 31, 2006, stock price of $17.57 per share, the Plan would have
a balance of approximately $18.5 million.

In January 2006, the Company adopted a Non-officer Employee Severance Plan for the purpose of providing the
Company’s non-officer employees with an incentive to remain employed by with the Company. This Plan provides for
a one-time severance payment to the non-officer employees equal to one year of their then “current base salary” upon
the occurrence of a change of control within the meaning of the Plan. Based on the aggregate non-officer base salaries
in effect as of December 31, 2006, the total severance amount payable under the plan would have been approximately
$3.3 million.
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(16) Supplemental 0il and Natural Gas Reserve Data (Unaudited)

The Company has presented the reserve estimates utilizing an oil price of $54.67, $56.09 and $40.59 per Bbl and a
natural gas price of $5.00, $8.68 and $5.65 per Mcf as of December 31, 2006, 2005 and 2004, respectively. Information for
oil is presented in barrels (Bbl) and for natural gas in thousands of cubic feet (Mcf).

The estimates of the Company’s proved natural gas reserves and related future net cash flows that are presented in the
following tables are based upon estimates made by independent petroleum engineering consultants.

The Company’s reserve information was prepared by independent petroleum engineering consultants as of December 31,
2006, 2005 and 2004. The Company cautions that there are many inherent uncertainties in estimating proved reserve
quantities, projecting future production rates, and timing of development expenditures. Accordingly, these estimates
are likely to change as future information becomes available. Proved oil and natural gas reserves are the estimated
quantities of crude oil and natural gas which geological and engineering data demonstrate with reasonable certainty
to be recoverable in future years from known reservoirs under existing economic and operating conditions. Proved
developed reserves are those reserves expected to be recovered through existing wells, with existing equipment and
operating methods.

A summary of changes in reserve balances is presented below:

Total proved Proved developed
{in thousands) Bb! Mcf Bbl Mef
Reserves as of December 31, 2003 12,084 16,271 8,944 12,066
Purchase of reserves in place 4,982 1,432 3,057 733
Sale of reserves in place {18) (468} (18) {468)
Extensions and discoveries 1,159 4,662 338 3,840
Revisions of previous estimates 1,438 (2,382) " 1,618 (323)
Production (729 (2,690) (729) (2,690)
Reserves as of December 31, 2004 18,916 16,825 13,210 13,158
Purchase of reserves in place 2,299 456 619 122
Sale of reserves in place (14) (205) (4 (205)
Extensions and discoveries 944 13,106 69 8,502
Revisions of previous estimates 30) {(1,353) 653 (739}
Production (923) (3,592) (923) {(3,592)
Reserves as of December 31, 2005 21,192 25,237 13,614 17,246
Purchase of reserves in place 3,270 4,355 915 2,255
Extensions and discoveries 8,182 38,159 699 13,948
Revisions of previous estimates (2,786) (2,316) 841 1,831
Production (1,137) (6,539) (1,137 (6,539)
Reserves as of December 31, 2006 28,721 58,896 14,932 28,741

The following is a standardized measure of the discounted net future cash flows and changes applicable to proved oil and
natural gasreservesrequired by Statement of Financial Accounting Standards No. 69, Disclosuresabout Oiland Gas Producing
Activities (SFAS No. 69). The future cash flows are based on estimated oil and natural gas reserves utilizing prices and
costs in effect as of year end, discounted at 10% per year and assuming continuation of existing economic conditions.

The standardized measure of discounted future net cash flows, in management’s opinion, should be examined with
caution. The basis for this table is the reserve studies prepared by independent petroleum engineering consultants,
which contain imprecise estimates of quantities and rates of production of reserves. Revisions of previous year
estimates can have a significant impact on these results. Also, exploration costs in one year may lead to significant
discoveries in later years and may significantly change previous estimates of proved reserves and their valuation.
Therefore, the standardized measure of discounted future net cash flow is not necessarily indicative of the fair value
of the Company’s proved oil and natural gas properties.
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Future income tax expense was computed by applying statutory rates less the effects of tax credits for each period
presented to the difference between pre-tax net cash flows relating to the Company’s proved reserves and the tax basis
of proved properties and available net operating loss and percentage depletion carryovers.

Standardized Measure of Discounted Future Net Cash Flows Relating to Proved Qil and Gas Reserves

December 31, (% in thousands) 2006 2005 2004
Future cash inflows 51,864,860 $1,407,153 $ 862,945
Future costs:
Production (606,138) (361,563) (260,312
Development (138,715) (36,335) (25,131)
Future income taxes (292,954) {249,621) {137,765)
Future net cash flows 827,053 759,634 439737
10% annual discount for estimated timing of cash flows {490,565) (398,844} (233,328)
Standardized measure of discounted future net cash flows $ 336488 $ 360,790 $ 206,409

Changes in Standardized Measure of Discounted Future Net Cash Flows From Proved Reserves

December 31, ($ in thousands) 2006 2005 2004
Increase (decrease):
Purchases of minerals in place $ 20698 $ 29354 § 47727
Extensions and discoveries and improved recovery,
net of future production and development costs 104,622 87,790 41,755
Accretion of discount 47,281 26,625 14,779
Net change in sales prices net of production costs (78,387) 135,242 45,572
Changes in estimated future development costs 12,726 (10,886) (8,641)
Revisions of quantity estimates (44,561) (4,518) 13,024
Net change in income taxes (21,452) (52,181) (28,319)
Sales, net of production costs (86,130) (47,974) (26,356)
Changes of production rates (timing} and other 20,901 (9.071)w {9,398)M
Net increase {(24,302) 154,381 90,143
Standardized measure of discounted future net cash flows:
Beginning of year 360,790 206,409 116,266
End of year $ 336488 $ 360,790 $ 206,409

(1) During 2006, the Company revised its method of calculating “Extensions and discoveries and improved recovery, net of future production and
development costs”. Consequently, related calculations in 2005 and 2004 have been adjusted to be consistent with the 2006 calculation.




PARALLEL PETROLEUM 2006 ANNUAL REPORT [F-29]
(17) Selected Quarterly Financial Data (Unaudited)
Quarter
{$ in thousands, except per share data) First Second Third Fourth
2006
Oil and gas revenues $ 20,543 $ 26,342 $ 26,211 $23,929
Total costs and expenses 11,102 13,962 16,686 14,856
Operating income 9,441 12,380 9,525 9,073
Net income $ 1611 $ 2,464 $10,996 $ 11,0840
Net income available to common stockholders $ 1611 $ 2,464 $ 10,996 $ 11,0847
Net income per share:
Net income per common share - basic $ 0.05 $ 007 $ 0.30 $ 0307
Net income per common share - diluted $ 0.05 $ 007 $ 0.30 $ 0299
2005
(il and gas revenues $ 10,414 $12,263 $21,837 $21,636
Total costs and expenses 7,048 7,060 8,836 9,861
Operating income 3,366 5,203 13,001 11,775
Net income (loss) $(10,704) $ (1,246) $ 1,989 $ 8372
Net income (loss) available to common stockholders $(10,847) $ (1,374) $ 1,989 $ 8372
Net income per share:
Net income (loss) per common share — basic $ (038 $ ©0.04) $ 0.06 $ 024
Net income (loss) per common share - diluted $ (038 $ (.04 $ 0.06 5 024

{1) 2006 results include $9.0 million of equity in income of pipeline and gathering systems representing the Company’s share of net gain on sale of

certain pipeline assets. See Note 7.
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Signatures
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly

caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

PARALLEL PETROLEUM CORPORATION

February 28, 2007 By: /s/ Larry C. Oldham

Larry C. Oldham
President and Chief Executive QOfficer

February 28, 2007 By: /s/ Steven D. Foster

Steven D. Foster
Chief Financial Officer




[Rf] PARALLEL PETROLEUM 2006 ANNUAL REPORT (5-2]

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following
persons on behalf of the Registrant and in the capacities and on the dates indicated.

/s/ Thomas R. Cambridge Chairman of the Board of Directors February 28, 2007
Thomas R. Cambridge

/s/ Larry C. Oldham President and Chief Executive Officer February 28, 2007
Larry C. Oldham (Principal Executive Officer)

/s/ Steven D. Foster Chief Financial Officer February 28, 2007
Steven D. Foster (Principal Financial and Accounting Officer)

/s/ Martin B. Oring Director February 28, 2007

Martin B. Oring

/s/ Ray M. Poage Director February 28, 2007
Ray M. Poage
/s/ Jeffrey G. Shrader Director February 28, 2007

Jeffrey G. Shrader
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First Amendment to Second Amended and Restated Credit Agreement, dated as of December 27, 2004, by and among
Parallel Petroleum Corporation, Parallel, L.P.,, Parallel, L.L.C., First American Bank, 55B, BNP Paribas, Citibank, ES.B.
and Western National Bank (Incorporated by reference to Exhibit 10.1 of the Registrant’s Form 8-K Report dated
December 30, 2004 and filed with the Securities and Exchange Commission on December 30, 2004)

Second Amendment to Second Amended and Restated Credit Agreement, dated as of April 1, 2005, by and among
Parallel Petroleum Corporation, Parallel, L.P,, Parallel, L.L.C., First American Bank, 55B, BNP Paribas, Citibank, ES.B.
and Western National Bank (Incorporated by reference to Exhibit 10.1 of the Registrant’s Form 8-K Report dated
April 4, 2005 and filed with the Securities and Exchange Commission on April 8, 2005)

Third Amendment to Second Amended and Restated Credit Agreement (Incorporated by reference to Exhibit 10.1 of
the Registrant’s Form 8-K Report dated October 4, 2005 and filed with the Securities and Exchange Commission on
COctober 20, 2005)

Purchase and Sale Agreement, dated as of October 14, 1005, among Parallel, L.P, Lynx Production Company, Inc., Elton
Resources, Inc., Cascade Energy Corporation, Chelsea Energy, Inc., William P Sutter, Trustee, William P. Sutter Trust,
]. Leroy Bell, E. L. Brahaney, Brent Beck, Cavic Interests, LLC and Stanley Talbott (Incorporated by reference to Exhibit
10.2 of the Registrant’s Form 8-K Report dated October 14, 2005 and filed with the Securities and Exchange Commission
on October 20, 2005)

Ancillary Agreement to Purchase and Sale Agreement, dated October 14, 2005, between Parallel, L.P. and Lynx
Production Company, Inc. (Incorporated by reference to Exhibit 10.3 of the Registrant’s Form 8-K Report dated
October 14, 2005 and filed with the Securities and Exchange Commission on October 20, 2005)

Guarantee of Parallel, L..P,, dated QOctober 13, 2004 (Incorporated by reference to Exhibit 10.4 of the Registrant’s Form
8-K Report dated October 14, 2005 and filed with the Securities and Exchange Commission on October 20, 2005)

ISDA Master Agreement, dated as of October 13, 2005, between Parallel, L.P. and Citibank, N.A. (Incorporated by
reference to Exhibit 10.5 of the Registrant’s Form 8-K Report dated October 14, 2005 and filed with the Securities and
Exchange Commission on October 20, 2005)

Third Amended and Restated Credit Agreement, dated as of December 23, 2005, among Parallel Petroleum Corporation,
Parallel, L.P, Paralle], L.L.C. and Citibank Texas, N.A., BNP Paribas, CitiBank F.S.B., Western National Bank, Compass
Bank, Comerica Bank, Bank of Scotland and Fortis Capital Corp. (Incorporated by reference to Exhibit No. 10.1 of the
Registrant’s Form 8-K Report, dated December 23, 2005, as filed with the Securities and Exchange Commission on
December 30, 2005)

Second Lien Term Loan Agreement, dated November 15, 2005, among Parallel Petroleum Corporation, Parallel, L.,
BNP Paribas and Citibank Texas, N.A. (Incorporated by reference to Exhibit No. 10.4 of the Registrant’s Form 8-K
Report, dated November 15, 2005, as filed with the Securities and Exchange Commission on November 21, 2005)

Intercreditor and Subordination Agreement, dated November 15, 2005, among Citibank Texas, N.A., BNP Paribas,
Parallel Petroleum Corporation, Parallel, L.P. and Parallel, L.L.C. (Incorporated by reference to Exhibit No. 10.5 of the
Registrant's Form 8-K Report, dated November 15, 2005, as filed with the Securities and Exchange Commission on
November 21, 2005)

]
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Guaranty, dated as of December 23, 2005, made by Parallel, L.L.C. to and in favor of Citibank Texas, N.A.

Third Amended and Restated Pledge Agreement, dated as of December 23, 2005, between Parallel, L.L.C. and Citibank
Texas, N.A.

Second Lien Guarantee and Collateral Agreement, dated as of November 15, 2005, made by Parallel Petroleum
Corporation and Parallel, L.P. to and in favor of BNP Paribas

Code of Ethics {Incorporated by reference to Exhibit No. 14 of the Registrant’s Form 10-K Report for the fiscal year
ended December 31, 2003 and filed with the Securities and Exchange Commission on March 22, 2004)

Subsidiaries (Incorporated by reference te Exhibit No. 21 of the Registrant’s Form 10-K Report for the fiscal year ended
December 31, 2003 and filed with the Securities and Exchange Commission on March 22, 2004)

Consent of BDO Seidman, LLP
Consent of Cawley Gillespie & Associates, Inc. Independent Petroleum Engineers

Certification of Principal Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 302 of the
Sarbanes — Oxley Act of 2002.

Certification of Principal Financial Officer pursuant to 18 U.5.C. Section 1350, as adopted pursuant to Section 302 of the
Sarbanes — Oxley Act of 2002.

Certification of Chief Executive Officer pursuant to 18 U.5.C. Section 1350, as adopted pursuant to Section 906 of the
Sarbanes — Oxley Act of 2002.

Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the
Sarbanes - Oxley Act of 2002.

*Filed herewith.
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Exhibit 23.1

Consent of Independent Registered Public Accounting Firm

Parallel Petroleum Corporation
Midland, Texas

We hereby consent to the incorporation by reference in the Registration Statements on Form S-8 (No. 33-57348,
No. 333-34617, No. 333-669380 and No. 333-117533) of Parallel Petroleum Corporation of our reports dated February 27,
2007, relating to the consolidated financial statements and the effectiveness of Parallel Petroleum Corporation’s internal
control over financial reporting, which appear in this Annual Report on Form 10-K.

/s/ BDO Seidman, LLP
Houston, Texas
February 27, 2007
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Exhibit 23.2

Consent of Cawley, Gillespie & Associates, inc.

As independent petroleumn engineers, we hereby consent to the incorporation by reference in the registration statements
(No. 33-57348, No. 333-34617, No. 333-66938 and No. 333-117533} on Forms $-8 of Parallel Petroleum Corporation of
information from our reserves report dated January 29, 2007 and all references to our firm included in or made a part
of the annual report on Form 10-K of Parallel Petroleum Corporation for the fiscal year ended December 31, 2006.

/s/ Cawley, Gillespie & Associates, Inc.
Ft. Worth, Texas
February 23, 2007
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Exhibit 32.1

Cerification

(Not filed pursuant to the Securities Exchange Act of 1934)

Pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, the
undersigned, Larry C. Oldham, the President and Chief Executive Officer of Parallel Petroleum Corporation
(“Parallel”), hereby certifies that the Annual Report on Form 10-K of Parallel for the year ended December 31, 2006
fully complies with the periodic reporting requirements of the Securities Exchange Act of 1934, as amended, and the
information contained in that Form 10-K Report fairly presents, in all material respects, the financial conditior and
results of operations of Parallel.

Dated: February 28, 2007
/s/ Larry C. Cldham

Larry C. Oldham
President and Chief Executive Officer

A signed original of this written statement required by Section 906 has been provided to Parallel Petroleum Corporation
and will be retained by Parallel Petroleum Corporation and furnished to the Securities and Exchange Commission or
its staff upon request.
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Exhibit 32.2

Certificafion

(Not filed pursuant to the Securities Exchange Act of 1934)

Pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, the
undersigned, Steven D. Foster, the Chief Financial Officer of Parallel Petroleum Corporation (“Parallel”), hereby
certifies that the Annual Report on Form 10-K of Parallel for the year ended December 31, 2006 fully complies
with the periodic reporting requirements of the Securities Exchange Act of 1934, as amended, and the information
contained in that Form 10-K Report fairly presents, in all material respects, the financial condition and results of
operations of Parallel.

Dated: February 28, 2007

/s/ Steven D. Foster

Steven D. Foster
Chief Financial Officer

A signed original of this written statement required by Section 906 has been provided to Parallel Petroleum
Corporation and will be retained by Parallel Petroleum Corporation and furnished to the Securities and Exchange
Commission or its staff upon request.
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Financial Highlights

In the table below, we provide you with selected historical financial data. We have prepared this information using our
audited Consolidated Financial Statements for the five-year period ended December 31, 2006. It is important that you read
this data along with our audited Consolidated Financial Statements and related notes, and “Management’s Discussion
and Analysis of Financial Condition and Results of Operations” under Item 7 on page 31 of the Form 10-K. The selected

financial data provided are not necessarily indicative of our future results of operations or financial performance.

Year ended December 31, ($ in thousands, except per share and per unit data) 2006 2005 2004 2003 2002@
Corsolidated Income Statements Data:
Operating revenues $ 97,025 $ 66,150 $ 35,837 $ 33,855 $ 12,106
Operating expenses $ 36,606 $ 32,805 $ 23,571 $ 21,138 $ 11,250
Income (loss) before cumulative effect
of change in accounting principle $ 26,155 $ (1,589) $ 2271 $ 7664 % 18,701
Net income (loss) $ 26,155 $ (1,589 $ 2271 $ 7,602 $ 18,701
Cumulative preferred stock dividend $ — $ @) $ {572 0§ (380 § (38H)
Net income (loss) available to common stockholders $ 26,155 $ (1,860) $ 1699 $ 7,022 $ 18,116
Income (loss) per common share before cumulative
effect of change in accounting principle
Basic $ 073 $ ©06) $ 007 $ 033 § 088
Diluted $ 0.71 $ (0.06) $ 007 $ 031 $ 079
Weighted average common stock and common stock
equivalents outstanding
Basic 35,888 32,253 25,323 21,264 20,680
Diluted 36,756 32,253 25,688 24,175 23,549
Cash dividends — common stock $ — $ — $ —_ $ — $ —
Consolidated Balance Sheet Data:
Total assets $ 442,818 $ 253,008 $ 170,671 $ 118,343 $102,351
Total liabilities $ 259,036 $ 163,506 $ 110,677 $ 57,111 $ 56,852
Long-term debt, less current maturities $ 165,000 $ 100,000 $ 79,000 $ 39,750 $ 45,604
Total stockholders’ equity $ 183,782 $ 89,502 $ 59,994 $ 61,232 % 45,499
Consolidated Statement of Cash Flow Data:
Cash provided by {used in)
Operating activities $ 74,186 $ 37,118 $ 18,156 $ 19,493 $ 1,528
Investing activities $ (200,548) $ (84,949  § (69,518) $ (15,494) $ (30,277
Financing activities $ 125,854 3 49,468 $ 38,765 $ 1,567 $ 37,210
Operating Data:
Product Sales
(il (Bbls) 1,137 923 729 629 131
Gas (Mcf) 6,539 3,592 2,690 3,356 2,670
BOE 2,227 1,522 1,177 1,188 576
Average sales price
Qil (per Bbl) $ 5986 $ 5178 $ 39.05 $ 29.11 $ 2459
Gas {per Mcf) 5 619 $ 854 % 585 $ 540 $ 333
Proved reserves
Qil (Bbls) 28,721 21,192 18,916 12,084 10,271
Gas (Mch) 58,896 25,237 16,825 16,271 15,633

{1) Results include $9.0 million of equity in income of pipeline and gathering systems representing Parallel’s share of net gain on sale of certain

pipeline assets.

(2) Results include a $31.0 million gain attributable to equity in income of First Permian, L.P.
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Annual Meeling Stock Price Data (closing sales prices)

Our annual stockholders” meceting will be held at

10:00 a.m. Central time, on Tuesday, June 26, 2007, at High
The Petrol Club of Midland, 501 West Wall Street, _ , -
M]izlr‘iso_?;:l HE OT BN st vratl otree 2005 First Quarter 5§ 7.60
S TR Second Quarter S 9.00
Third Quarter 514.15
Form 10-K and Interactive Annual Report Fourth Quarter $18.52
A copy of Parallel’s Form 10-K and other publications, 2006 First Quarter 52113
including an interactive version of this Annual Report, Se‘f““d Quarter $25.56
are available at our Web site, wuww. pill.com. Third Quarter 52637
Fourth Quarter $20.96
Additional Information
If vou would like additional information regarding the Corporate Headguarters
Company or to be added to our email, fax or mailing 1004 N. Big Spring Street, Suite 400
lists, please contact: Midiand, Texas 79701
Telephone: (432) 684-3727
Cindy Thomason Facsimile:  (432) 684-3905
Manager of Investor Relations Email: parallel@plll.com
(432) 684-3727, ext. 3027 Web site:  www. plil.com

Email: cindyt@plil.com

Legal Counsel

Stock Transfer Agent Lynch, Chappell & Alsup

Communications concerning the transfer of shares, lost Midland, Texas
“ertificates, duplicate mailings or change of address

notifications should be directed to the transfer agent. )
Independent Auditors

Computershare Trust Company N.A, BDO Seidman, LLP
350 Indiana Street, Suite 800 Houston, Texas
Golden, Colorado 804(4

303) 262-0600 or (800) 962-4284 . _
303) 00 or (500) 96 Officers and Directors

Sce page 8 of the narrative section
of this Annual Report.

Common Stock

Parallel Petroleum’s common stock is traded on the NASDAQ Global Market (symbol: PLLL). As of February 1
2007, there were approximately 2,446 stockholders of record. This number does not include any beneficial owners fo

whom shares of common stock may be held in “nominee” or “street” name.

We have not paid, and do not intend to pay in the foreseeable future, cash dividends on our commeon stock. Th
revolving credit facility and second lien term loan facility we have with vur lenders prohibit the payment of dividend

on our commeon stock. See “Risks Related to Our Business ~ We do not pay dividends on our commeon stock” on pag






